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COVERED BONDS: POTENTIAL USES AND 
REGULATORY ISSUES 


WEDNESDAY, SEPTEMBER 15, 2010 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:05 a.m., in room SD-538, Dirksen Sen- 
ate Office Building, Senator Christopher J. Dodd (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD 

Chairman Dodd. Well, good morning, everyone. The Committee 
will come to order, and let me first of all welcome all of you to the 
Committee room. It is good to see my colleagues once again after 
the August break and the rather hectic year we have had with all 
the legislative efforts. So it is pleasant to see everyone, and this 
morning we are going to have a hearing on covered bonds, the po- 
tential uses and regulatory issues. 

Just as background to this — and I will make a brief opening 
statement. We are waiting for Congressman Garrett to come up. 
He is the individual in our conference who raised this as an 
amendment during the conference consideration. Senator Corker 
expressed a great deal of interest in this subject matter, as did oth- 
ers, and there was some opposition to including his language in the 
bill at the time from a number of the regulators and others. So I 
was uneasy about putting something in where there was that much 
debate about the subject matter, but agreed to have a hearing ex- 
clusively on the subject matter, which we will do here today, and 
we have got some wonderful witnesses who can shed, I hope, some 
very worthwhile light on the subject matter. 

And so I am grateful to Congressman Garrett for raising the 
issue, grateful to Senator Corker for calling for us to have a hear- 
ing on it so we can examine the issue; and while we do not intend 
necessarily to resolve the matter in the next few days, it is an im- 
portant subject, and this is a vehicle that is used by a lot of our 
European allies. It is a common vehicle used, and there are a lot 
of positive things about covered bonds, but there are some ques- 
tions obviously others will have as well about their usage. 

So let me open with some comments. I will turn to Senator Shel- 
by, and by that time, we hope Congressman Garrett can be here. 
Then we will hear his testimony and get right to our panel. 

Today the Committee will hear testimony on covered bonds, as 
I have indicated, a potentially significant alternative means for 
raising capital for housing finance. Covered bonds have been issued 
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widely in Europe for many years, but not in the United States. The 
purpose of today’s hearing is to learn more about covered bonds, 
exploring whether they could contribute to sustained economic 
growth and whether it is in the public interest to encourage their 
broader use in our own country. 

The hearing grew out of a discussion, as I mentioned a moment 
ago, on covered bonds that came up during the latter part of the 
Senate-House conference on the so-called “Dodd-Frank Act.” I am 
pleased to have worked with Ranking Member Shelby and Senator 
Corker, as I have mentioned, in organizing this hearing. As the 
Banking Committee has not previously held a hearing on covered 
bonds, and the subject has raised issues among Federal regulators, 
we determined to explore the matter more carefully before acting. 

When speaking of covered bonds in the United States context, we 
generally mean a debt security issued by a bank and backed by 
cash-flows from mortgages or public sector loans. The bond is 
backed by the bank’s promise to repay and by the assets pledged 
in collateral. Covered bonds can provide an additional option to the 
two dominant funding mechanisms in the U.S. marketplace, which 
are securitization and the traditional portfolio lender model, where 
a bank holds mortgages on the balance sheets and funds them with 
deposits. 

Proponents of covered bonds point to their greater transparency 
because these assets remain on a bank’s balance sheet so investors 
can analyze their value more easily than in the case of some other 
asset-backed securities. Proponents also note that issuers of cov- 
ered bonds have a long-term interest in the underlying loans be- 
cause they keep them on their balance sheet, which increase inves- 
tor confidence. 

While American banks are not prohibited from issuing covered 
bonds to raise capital, few currently do so. Some potential investors 
are concerned about the treatment of covered bonds if the issuer 
goes into conservatorship or receivership. They believe that legisla- 
tion and agency rulemaking are needed to provide clarity about 
how covered bonds would be regulated. Any such measures would 
define the rights and responsibilities of investors, issuers, and reg- 
ulators. They feel that this would stimulate the growth of a later 
domestic covered-bond market. 

It is important that Congress, I think, look for alternative means 
and measures that could stimulate the economy. The Committee is 
holding today’s hearing to learn more about this alternative and 
whether it could contribute to safe and stable and sustained eco- 
nomic growth. 

We are pleased to have before us experts who will provide testi- 
mony about the history of covered bonds, their uses and potential 
benefits, as well as their interaction with existing mortgage financ- 
ing mechanisms. The panel also includes Federal regulators who 
can share their perspective on the regulation of banks that would 
issue covered bonds, including the impact on the Deposit Insurance 
Fund. 

On the first panel, I am pleased to welcome Congressman Scott 
Garrett. Here you made it. I am glad you got over here. I was going 
to filibuster for a while until you got here, something we do with 
some regularity around here these days. Welcome to the Senate 
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side, Congressman. Nice to see you again as well, by the way. We 
spent an awful lot of time together, it seems, not long ago. Anyway, 
delighted you are here. 

Congressman Garrett has a strong interest in this area — spoke 
eloquently about it during our conference with the House on the fi- 
nancial reform bill — and has introduced legislation on covered 
bonds. 

On the second panel, we will hear from Julie Williams, Chief 
Counsel and the First Senior Deputy Comptroller, Office of the 
Comptroller of the Currency; Michael Krimminger, who is Deputy 
to the Chairman of the Federal Deposit Insurance Corporation; 
Scott Stengel, on behalf of the U.S. Covered Bond Council; Pro- 
fessor Kenneth Snowden, from the University of North Carolina at 
Greensboro; and Mr. Ric Campo, on behalf of the National Multi 
Housing Council and the National Apartment Association. 

Last, let me just say just as what I see as kind of the issues, and 
I will just pick seven issues here that it would seem to me to help 
our panelists — I do not expect you all to answer every one of these, 
but these are the questions we thought were legitimate to be raised 
here. 

One, is legislation needed? A pretty basic question, but one that 
I think should be raised. What entities would be eligible to issue 
covered bonds? What agencies should regulate covered bonds? 
What assets would be eligible for covered bonds? What standards 
should apply to issuance, joint rulemaking, cap on assets held in 
covered bonds, limit of percentage of covered bonds as to total li- 
abilities, minimum collateralization? What are the consequences of 
a failure of a covered-bond issuer or a bond default? And what se- 
curities disclosures would apply? 

Now, there may be more issues, but those are six or seven we 
thought were legitimate questions to be raising about this subject 
matter. 

So, with that, let me turn to Senator Shelby for his opening com- 
ments, and then unless my two colleagues want to be heard on the 
matter, we will go right to Congressman Garrett. Richard. 

STATEMENT OF SENATOR RICHARD C. SHELBY 

Senator Shelby. Thank you, Mr. Chairman. 

Mr. Chairman, I appreciate that you are fulfilling the commit- 
ment that you made during the financial regulation conference to 
hold this hearing. The fact is our housing policies have failed on 
a grand scale. Fannie and Freddie are in Federal hands, while mil- 
lions of homeowners continue to struggle with mortgages that are 
underwater. Taxpayers have lost over $200 billion and are likely to 
lose billions more in the future. Despite this, the proponents of re- 
form legislation chose to ignore many of the problems in the mort- 
gage market, I believe. I believe this was a serious mistake and 
think this Committee must remain engaged in the hard work nec- 
essary to come up with solutions that protect taxpayers and home- 
owners alike. 

A thorough examination of the use of covered bonds I think is a 
positive first step. A covered bond, Mr. Chairman, as you have 
mentioned, is a financial instrument that merits this Committee’s 
close scrutiny. When implemented under certain regulatory and 
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economic circumstances, they have proved to he a valuable private 
sector tool for providing mortgage liquidity in certain markets. 

However, what works in some markets does not always translate 
well to our economy. Additionally, as is noted in the testimony of 
members of the second panel, and contrary to popular perception, 
covered bonds have been tried in this country before, and they did 
not achieve a high level of success. Nonetheless, the Committee 
should thoroughly study this unique area of mortgage finance. Only 
then can we conduct our own analysis of this particular approach 
and determine whether covered bonds should become a part of our 
housing finance landscape. 

But I believe before we proceed with the testimony, Mr. Chair- 
man, I want to reiterate my belief that, notwithstanding the recent 
passage of the Dodd-Frank bill, this Committee has a great deal of 
work yet to do. Our housing finance markets have been crippled, 
and the bureaucratic structure that has been erected as a result of 
decades of ill-advised housing policies has only made it worse. 

Mr. Chairman, I think the American people are fed up. They are 
fed up with bailouts, excessive debt, and oversized Government. 
They are certainly fed up with an anti-State mentality that de- 
mands a new Federal program for every identifiable problem in the 
housing sector. Therefore, Mr. Chairman, I believe we must com- 
pletely reevaluate our current approach to housing policy and find 
the political courage to make some significant changes. My hope is 
that this hearing is the beginning of that process. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much. 

Yes, Senator Corker. 

STATEMENT OF SENATOR BOB CORKER 

Senator Corker. I want to break the Corker rule and just very 
briefly say that I want to go back to comments I made last Novem- 
ber or December and say that this type of hearing is exactly the 
reason that I think this is a great Committee. And I think at the 
time of conference we did not have the information we needed. A 
commitment was made by you to have this hearing and we are 
having it, and I appreciate that. And, again, I think it is part of 
the thoughtful approach that we have used on most issues. I know 
last year was a very tumultuous year, a lot of emotions frayed. But, 
Scott, I want to thank you for championing this issue and pressing 
it as you have. I know that you have already passed a piece of leg- 
islation in the House. We did not know as much as we needed to 
know about it and had some questions, and I think it is appro- 
priate that we are having a hearing, and I think this is a first step 
toward addressing some of the issues that Senator Shelby has 
raised. 

So I want to thank you for having the hearing. 

Chairman Dodd. Thank you. Senator, very much. 

Jack, any comment? 

Senator Reed. For the record, Mr. Chairman, I would like to fol- 
low the Corker rule. 

[Laughter.] 

Senator Shelby. Now, the Corker rule is unwritten, isn’t it, Mr. 
Chairman? 
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Chairman Dodd. It is an unwritten, rigid rule. And I suspect 
that as this gavel may move back and forth here that the people 
are going to want to apply it with greater regularity. 

Senator Shelby. And the Corker rule is very much in vogue 
when we have got a full panel of members. 

Chairman Dodd. Oh, very much in vogue. 

Senator Shelby. Of members. 

Chairman Dodd. Yes, absolutely, want to talk. First of all, on the 
subject matter I am sure not a lot of them know what a covered 
bond is yet, too. That may slow them down on opening statements 
along the way. 

Anyway, Congressman, welcome to the Senate. We are anxious 
to receive your testimony. 

STATEMENT OF SCOTT GARRETT, REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW JERSEY 

Mr. Garrett. Well, first of all, thank you. Chairman Dodd and 
Ranking Member Shelby. Thank you very much for inviting me 
here and for holding this hearing as well, and thank you. Senator 
Corker, for being a strong and articulate advocate for covered 
bonds as well. I appreciate your assistance on this very important 
issue. 

As our Nation continues, in essence, to recover from the recent 
financial crisis and certain credit markets remain locked. Congress 
really must — and I think the Chairman agrees — examine new and 
innovative ways to encourage the return of private investment to 
our capital markets. So we must also consider creative ways to en- 
able the private sector to provide additional consumer and commer- 
cial and public sector and other types of credit as well. So estab- 
lishing this U.S. covered-bond market would further all these 
shared goals. 

One reason I am really particularly fascinated with covered 
bonds is the fact that they can be a purely private means of fi- 
nance — and this is important — without any Government guaran- 
tees or subsidies. Many proposals to help alleviate the current 
strains in our credit markets focus on Government loans or guaran- 
tees. However, I believe that covered-bond legislation offers a way 
for the Government to provide additional certainty — and some are 
looking for it — to private enterprises and generate increased liquid- 
ity through the innovation of a new marketplace without, again — 
and this is important — putting the taxpayers on the hook. 

Now, there are many potential benefits for a wide variety of in- 
terested parties that can be derived from a U.S. covered-bond mar- 
ket. I think the Chairman was touching on some of these. 

Consumers will experience lower loan rates because of the addi- 
tional liquidity in the various asset classes. 

Consumers will also be able to more easily have their loans modi- 
fied because the loans will still be on the balance sheets, on the 
books of the originating institution. 

Investors will have a new transparent and secure vehicle to in- 
vest in, and this will allow for additional diversification within 
their portfolios. 
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And, finally, the broader financial market itself will benefit by 
having an additional, low-cost, diverse funding tool for all financial 
institutions there. 

Covered bonds will ensure more stable and longer-term liquidity 
in the credit markets, which reduces refinancing risks as well as 
exposure to sudden changes in interest rates and investor con- 
fidence. And they will allow U.S. financial institutions to compete 
more effectively against their global peers. 

In the House, we have worked in a very constructive bipartisan 
fashion to push the ball forward on comprehensive covered-bond 
legislation. I just left Chairman Kanjorski and Ranking Member 
Bachus, and I have introduced three different versions of covered- 
bonds legislation. The most recent is H.R. 5823, the Covered Bond 
Act of 2010. 

Now, a week before the August recess, we successfully marked 
up this legislation and reported it out of Committee with a unani- 
mous vote. It is my hope that we can pass this legislation out of 
the House over the next several weeks. 

Some have asked why we need covered-bond legislation. You 
raised seven points. Simply, to get the market off the ground and 
provide investors with the needed confidence to invest in the mar- 
ket and resolution procedures of a bond when an issuer fails needs 
to be spelled out specifically in statute. Otherwise, without the cer- 
tainty of a legally binding process, there is not significant enough 
appetite from the investment community to make covered bonds 
cost-effective to the issuers to offer. Also, a regulatory regime needs 
to be put in place to ensure proper oversight of the marketplace. 

Throughout this process, there have been some people who have 
said, “Well, let us wait and see; maybe next year with housing fi- 
nance reform.” But the proposal we are discussing today is broader 
than just housing finance. Covered bonds offer a complementary 
source of funding that can spur much needed lending to consumers, 
small businesses, and State and local governments. The reason 
why I have been so active in pushing covered bonds this year is be- 
cause I believe we have to do it right now. We hear almost daily 
about the liquidity concerns throughout various asset classes. The 
House Financial Services Committee held a recent hearing about 
the lack of liquidity in the marketplace. The Senate just passed a 
bill already approved by the House with the intent of providing 
more liquidity. 

Also, we have spoken to local and State officials about the prob- 
lems municipalities face with increased funding costs for their 
projects. The President has continuously stressed the need to help 
these segments of the economy. More importantly, this is some- 
thing we can do, we can do it now, and we do it without any cost 
to the taxpayer. 

Another reason to move quickly on establishing a covered-bond 
market in the U.S. is because billions of U.S. investment dollars 
are moving overseas and north of the border. So far in 2010, there 
have been a dozen covered-bond deals issued by foreign banks to 
U.S. investors totaling over $18 billion. This is private capital that 
could have been invested here in the United States with the help 
of our legislation. 
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Private industry realizes that we are currently missing out on an 
opportunity as well. Now, I have formal letters of support for the 
U.S. Covered Bond Act from the National Association of Realtors, 
the Mortgage Bankers Association, the ABA, the National Multi- 
family Housing Council, and so on. 

Now, finally, I do not want to pretend to believe that covered 
bonds are some sort of magic bullet that will help solve all of our 
funding needs. However, what I do know is this: that they will help 
solve some — some — of our funding needs. What I do know is that 
during this time of economic uncertainty, lack of liquidity, and ris- 
ing budget deficits, during all this time we must consider innova- 
tive approaches to help attract private investments — not Govern- 
ment investments — into our capital markets. I believe that this leg- 
islation can help us out in that regard. 

I will end where I began. I want to thank the Chairman so very 
much and the Ranking Member as well for this invitation, for tak- 
ing up this issue, and for considering this important piece of legis- 
lation. 

Thank you. Senators. 

Chairman Dodd. Thank you. Congressman, very, very much, and 
I congratulate you on your efforts in the House and getting things 
moving along in this area. 

Let me turn to my colleagues if they have any questions of our 
colleague in the House. Jack, any questions at all? 

Senator Reed. No. I just want to commend the Congressman not 
only for his work here today but for his major contribution to the 
conference committee on financial reform. Thank you. Congress- 
man. 

Chairman Dodd. Yes, and I should have said that as well. 

Mr. Garrett. Well, that was made more fun because of the Sen- 
ators. 

[Laughter.] 

Chairman Dodd. I know. I know how much you like to have us 
come over to the House side. 

Mr. Garrett. We do. 

Senator Corker. I know we do not typically question, you know, 
people who are elected officials, and so I am not going to do that. 
But you might want to get some editorial comment as to what — 
I know what passed in the House was not perfect in your eyes. 
Would you share with us a couple of things that you think might 
make the bill you passed in the House more perfect? 

Mr. Garrett. How would we make the bill 

Senator Corker. I know you had to make some compromise in 
the House that you did not really want to make. Could you share 
with us a couple of the things that you think would make the bill 
that passed in the House better if we passed it in the Senate? 

Mr. Garrett. Well, I will just touch on one. One aspect is with 
regard to asset classes in the legislation. Our background on this 
looks to Europe. They use this for their asset classes. We take a 
broader approach to that. And some say maybe we are taking too 
broad an approach. So we agreed to come to agreement, come to 
a compromise on that, and rein that in somewhat. But I think we 
did it in a constructive manner to allow the regulators some degree 



8 


of flexibility going forward as the marketplace expands and devel- 
ops and they have the understanding of the operation there. 

But I do believe going forward, just as I said in my testimony, 
that this really is not an issue just in the mortgage/housing finance 
situation. This can be an avenue for increased liquidity and in- 
creased credit and a whole slew, if you will, of different asset class- 
es as well. So that is one area that we could take a look at. 

Senator Corker. And right now it is mortgages only. Is that cor- 
rect? 

Mr. Garrett. Oh, no. We have limited it, but we have not ex- 
tended it to a carte blanche avenue in the bill. 

Senator Corker. OK. Thank you, Mr. Chairman. 

Chairman Dodd. Congressman, thank you very, very much. 

Mr. Garrett. Thank you. 

Chairman Dodd. Let me invite our panel to come up and join us. 
I have already introduced, I think, the panel so I will ask you to 
come up and assume the seats in the order in which I introduced 
you. 

While our witnesses are taking their seats, the staff has pointed 
something out to me that we do not do often enough, in my view. 
In the case of Mr. Krimminger and Ms. Williams, these are people 
who have dedicated a good part if not all of their professional life 
to the service of our country. Julie Williams has worked for almost 
30 years for the Federal Home Loan Bank, the OTS, and the OCC. 
Where are you? There you are at the end down there. Very fond 
of people who — young people with gray hair. I have a bias to that 
coloration. And Michael Krimminger has worked for almost 20 
years as well for the Government, and we thank you both for your 
service to our country, day in and day out just trying to do a good 
job on behalf of the Nation. We are very fortunate to have your 
service, and I thank you for it as well. 

We will begin with you, Ms. Williams, and then I would just ask 
you all, because it is a large panel, to try and keep your remarks 
to about 5 minutes or so, so we can engage in the questions that 
all of us will have for you. And then any supporting documents or 
materials you would like for this Committee to have as part of this 
record, I will just ask unanimous consent that all documents that 
our witnesses provide be accepted as part of the record. Without 
objection, it is ordered. 

Ms. Williams. 

STATEMENT OF JULIE L. WILLIAMS, FIRST SENIOR DEPUTY 

COMPTROLLER AND CHIEF COUNSEL, OFFICE OF THE 

COMPTROLLER OF THE CURRENCY 

Ms. Williams. Thank you. Chairman Dodd, Ranking Member 
Shelby, and Members of the Committee, my name is Julie Wil- 
liams, and I am the Chief Counsel and First Senior Deputy Comp- 
troller at the Office of the Comptroller of the Currency. The OCC 
appreciates the opportunity to testify today regarding the potential 
of covered bonds as a new funding mechanism for financial institu- 
tions and the issues presented in designing a covered-bond legisla- 
tive framework. 

Covered bonds are a promising funding option for financial insti- 
tutions. They could serve as an alternative to securitization and 
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other current funding techniques and could he a new source of 
funds for lending and an alternative source of liquidity. 

For the banking system, covered bonds could provide a funding 
source that is longer term and more stable and potentially less ex- 
pensive than currently available alternatives. The structure of cov- 
ered bonds might require less collateral and may also accommodate 
a broader range of types of collateral than current options. 

Covered bonds also may attract types of investors that would not 
otherwise invest in bank debt. Institutions also have a strong in- 
centive to maintain prudent underwriting standards for loans in a 
covered-bond collateral pool because those loans remain on the in- 
stitution’s books. 

That said, a complex combination of factors will determine the 
relative attraction of covered bonds compared to alternative fund- 
ing sources. Because covered bonds remain on an institution’s bal- 
ance sheet, an institution must hold more capital than would typi- 
cally be required if the assets were securitized. Thus, capital re- 
quirements could constrain the growth of covered bonds. And new 
accounting rules, upcoming changes in capital requirements, and 
the “skin in the game” provisions in the Dodd-Frank Act are all 
factors that could affect the relative advantages and disadvantages 
of covered bonds versus other funding alternatives. 

The legal framework for covered bonds in the U.S. also will be 
a key factor in whether covered bonds flourish, and various legisla- 
tive efforts have emerged recently to provide enhanced legal cer- 
tainty regarding the elements of a covered-bond regime in the U.S. 

My written testimony provides detail on the issues that we would 
suggest Congress consider in designing a legislative framework for 
covered bonds. We also offer some suggestions on how those issues 
could be addressed, and I will summarize those points. 

First, what type of entity is eligible to issue covered bonds? We 
believe that limiting eligible issuers to entities already subject to 
Federal supervision will ensure that dedicated financial supervisors 
can monitor and control the growth of covered-bond programs, 
react to emerging issues, and promote safe and sound programs in 
the institutions they supervise. 

Second, what agency or agencies are appropriate to regulate U.S. 
issuers and programs? We support a framework where Federal fi- 
nancial regulators operating under a single uniform set of stand- 
ards would be designated as the covered-bond regulators for their 
respective regulated entities. 

Third, what types of assets should be eligible to collateralize the 
covered bonds? We suggest that a new covered-bond program start 
with a relatively conservative scope, with regulators authorized to 
expand the eligible asset classes as more experience is gained with 
covered-bond programs. 

Fourth, what specific standards should be applicable to covered 
bonds and covered-bond issuers? These could include, for example, 
minimum eligibility criteria by asset class, limits on size of 
issuances, and overcollateralization standards. Here legislation 
could provide direction on key issues and charge regulators with 
adopting the detailed standards to implement those directions. 

Fifth, what are the consequences of a default of a covered-bond 
issuance or the failure of a covered-bond issuer? How a U.S. legal 
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framework resolves how a covered pool is treated in the event of 
a default or insolvency of a covered-bond issuer and the role of the 
FDIC will critically affect the appeal of covered bonds to investors. 

And, last, what reporting and securities standards should apply 
to covered bonds? We support transparency and availability of in- 
formation to investors as important components of a comprehensive 
covered-bond regime. 

I appreciate the opportunity to appear today to discuss these 
issues. I would be happy to answer any questions. Thank you. 

Senator Reed [presiding]. Thank you, Ms. Williams. 

Mr. Krimminger, please. 

STATEMENT OF MICHAEL H. KRIMMINGER, DEPUTY TO THE 

CHAIRMAN, FEDERAL DEPOSIT INSURANCE CORPORATION 

Mr. Krimminger. Good morning. Chairman Dodd and Members 
of the Committee. On behalf of the FDIC, I want to thank you for 
the opportunity to testify about covered bonds. I am Deputy for 
Policy to Chairman Bair and have had the privilege to work on 
many of the issues that we will discuss this morning. 

Early on, the FDIC recognized covered bonds as a potential 
source of bank liquidity, but one that should be balanced within 
the U.S. financial system. To do this, in 2006, the FDIC worked to 
clarify our policies with the first U.S. banks to issue covered bonds. 
Later, in mid-2008, the FDIC adopted a Covered Bond Statement 
of Policy to further solidify that foundation. 

However, the intervening financial crisis has prevented new cov- 
ered bonds so far. While there is some question whether a legisla- 
tive framework is essential, the FDIC does support balanced legis- 
lation. We believe legislation should embody three key principles. 

First, it should clarify the rights and responsibilities of investors, 
issuers, and regulators. 

Second, it should not transfer investment risk from covered-bond 
investors to the public or to the Deposit Insurance Fund. 

And third, it should be consistent with longstanding U.S. law 
and policy for secured creditors. In short, covered-bond investors 
should not be given rights that are unavailable to any other inves- 
tors. 

My written statement provides a detailed explanation of these 
principles. I will concentrate today on the need to provide protec- 
tions for the Deposit Insurance Fund and to preserve the priorities 
of U.S. laws. 

We have worked with the sponsors of H.R. 5823, the United 
States Covered Bond Act of 2010, and appreciate the evolution of 
that legislation to address some of our concerns. However, a few 
key concerns remain. Of course, we will continue to work with the 
sponsors and other members to address these continuing concerns 
with that legislation. 

I think the importance of the Deposit Insurance Fund to stability 
in our banking system is very apparent today. Key statutory pro- 
tections for this Fund are, one, the FDIC’s ability, or duty, I should 
say, to use the least costly way to resolve banks, and two, the abil- 
ity to fulfill this duty by getting the best value for a failed bank’s 
assets, such as a covered-bond program. 
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To maintain these protections, we urge that any covered-bond 
legislation preserve the FDIC’s flexibility in handling covered 
bonds in receiverships. Today, the FDIC has three options. First, 
it can continue to perform under the covered bonds and then sell 
the program intact to another bank. Second, the FDIC can turn 
over the collateral to the investors. Finally, the FDIC can termi- 
nate the program, pay the full value of the bonds plus interest, and 
reclaim the cover pool. This flexibility is critical to protect the De- 
posit Insurance Fund. It allows the FDIC to effectuate the least 
costly resolution for a failed bank by recovering the best value for 
its assets, as we did when Washin^on Mutual failed and we sold 
the program to JPMorgan Chase. 

Unfortunately, in our view, H.R. 5823 gives the FDIC only two 
options, transfer a covered-bond program in a certain period of 
time or turn over the collateral to the investors. In effect, it trans- 
fers the risk of loss to the Deposit Insurance Fund if, as is usually 
the case, the cover pool is worth far more than the total due on the 
bonds. 

H.R. 5823 gives investors rights that no other creditors get under 
U.S. law, whether in bankruptcy or in FDIC receiverships. Under 
the House bill, investors get to keep all the cover pool, even if the 
full par value of their bonds plus interest is far less, which is usu- 
ally the case. All the Deposit Insurance Fund would get is a, quote, 
“residual certificate” for any remaining value left after 10 or 20 
years. Unfortunately, the certificate is likely worth nothing. 

Longstanding U.S. law properly says a secured creditor, like the 
covered-bond investors, has a claim to keep the collateral only up 
to the amount due on the debt. H.R. 5823 turns this on its head 
and makes the Deposit Insurance Fund bear the lost value of the 
collateral that exceeds the total due on the bonds. In effect, the 
proposed bill would give the covered-bond investors a superpriority 
over the Deposit Insurance Fund. 

I want to be clear. Contrary to what some argue, the FDIC is not 
trying to pay only the market value of the bonds, which, as we saw 
during the fall of 2008, can be dramatically discounted. The FDIC 
will support legislation that guarantees the investors the bond’s 
par value plus accrued interest if we cannot sell the program and 
must terminate it. This gives the investor full value while pre- 
serving the FDIC’s existing power to recapture the excess collateral 
value on behalf of the fund and the depositors. So long as investors 
are paid the full principal amount of the covered bonds and inter- 
est to the date of payment, there is no policy reason to protect 
them beyond that, especially through an indirect subsidy from the 
Deposit Insurance Fund. 

In effect, the super-priority could create a new class of invest- 
ments that appear to be risk-free and can lead to a mispricing of 
the risk of covered bonds. As we have seen, mispricing of risk can 
have disastrous consequences. 

As I said before, the FDIC supports a vibrant covered-bond mar- 
ket in the U.S. and will continue to work with Congress, other reg- 
ulators, and the industry to create one. Thank you again for the 
opportunity to testify. 

Chairman Dodd [presiding]. Thank you very, very much. I ap- 
preciate it very much. 
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Mr. Stengel, welcome. 

STATEMENT OF SCOTT A. STENGEL, PARTNER, ORRICK, 

HERRINGTON AND SUTCLIFFE LLP, ON BEHALF OF THE U.S. 

COVERED BOND COUNCIL, SECURITIES INDUSTRY, AND FI- 
NANCIAL MARKETS ASSOCIATION 

Mr. Stengel. Chairman Dodd, Ranking Member Shelby, and 
Members of the Committee, I am grateful for your invitation to tes- 
tify today on the crucial role that U.S. covered bonds can play in 
stabilizing our financial system and contributing to our economic 
recovery. 

I am a partner with Orrick, Herrington and Sutcliffe and a mem- 
ber of the Steering Committee for the U.S. Covered Bond Council. 
The Council is comprised of investors, issuers, dealers, and other 
participants in the covered-bond market and we strive to develop 
policies and practices that harmonize the views of these different 
constituencies and that promote a vibrant market for U.S. covered 
bonds. 

The precarious state of our Nation’s economy has become all too 
apparent. Almost 17 percent of Americans are still unemployed or 
underemployed. More than half of small business owners are expe- 
riencing cash-flow issues. Nearly one out of four homeowners is un- 
derwater on a mortgage, and a record percentage of commercial 
mortgage loans is delinquent. 

In the Council’s view, sustained economic growth begins with a 
stable financial system. While the Dodd-Frank Act has supplied 
some important structural elements, there is still a need for long- 
term and cost-effective funding that is sourced from diverse parts 
of the private sector capital markets and that can be translated 
into meaningful credit for households, small businesses, and the 
public sector. We believe that covered bonds are an untapped but 
proven resource that could be invaluable in meeting this need. We 
also believe that the time for U.S. covered bonds is now. 

At its core, a covered bond is simply a form of high-grade debt 
that is issued by a bank or other regulated institution and that is 
secured by a dynamic cover pool of financial assets. What distin- 
guishes covered bonds from other secured debt is a legal framework 
for managing and maximizing the value of the cover pool after the 
issuer’s default or insolvency, and only if the cover pool is ade- 
quate, continuing scheduled payments on the covered bonds. Over 
the course of their 240-year history, covered bonds have been 
backed by a wide array of asset classes that benefit from long-term, 
stable liquidity and that are significant to national economies. 

U.S. covered bonds can stabilize our financial system and encour- 
age economic growth in several ways. First, with maturities that 
extend out to 10 years or more, covered bonds can infuse longer- 
term liquidity into the credit markets as a complement to the 
shorter-term funding that is supplied through the Federal Home 
Loan Banks and the securitization and repo markets. 

Second, by providing more cost-effective liquidity for lenders, cov- 
ered bonds can produce less expensive and more available credit for 
consumers, small businesses, and the public sector. 
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Third, covered bonds can add funding from a separate investor 
base that would not otherwise make this liquidity available 
through the unsecured debt or securitization markets. 

Fourth, covered bonds can deliver funding from the private sector 
even in distressed market conditions without any explicit or im- 
plicit Government guarantee or other taxpayer support. 

Fifth, because issuers continue to own the assets in their cover 
pools and have 100 percent skin in the game, incentives relating 
to loan underwriting, performance, and modifications are strongly 
aligned. 

And sixth, as a straightforward financial instrument, covered 
bonds can increase transparency and uniformity in the capital mar- 
kets. 

To function successfully, however, a U.S. covered-bond market 
must be deep and highly liquid, and that requires the kind of legal 
certainty that only legislation can provide. Covered bonds devel- 
oped in Europe under dedicated legislative frameworks and this 
precedent, now found in almost 30 other countries, has set expecta- 
tions. The twin pillars of such a framework are, one, public super- 
vision by a covered-bond regulator that can protect the interests of 
investors, free of any conflict, perhaps like the FDIC’s duty to the 
Deposit Insurance Fund, and two, a separate resolution process 
that is clear and unequivocal and that is designed to avoid forced 
acceleration of covered bonds and a fire sale of the cover pool after 
the issuer’s default or insolvency. These pillars, which afford the 
legal certainty required for investors to dedicate funds to this mar- 
ket, cannot be replicated by regulatory action like the FDIC’s Cov- 
ered Bond Policy Statement. 

Without action by Congress, European and other non-U.S. 
issuers will be left to fill the void. Thus far in 2010, they have tar- 
geted over today $19 billion in U.S. dollar covered bonds to inves- 
tors of the United States. The result is an increasingly uneven 
playing field for U.S. institutions of all sizes and less available 
credit for families, small businesses, and the public sector. 

The Council, therefore, fully supports covered-bond legislation of 
the kind offered during the House-Senate Conference on the Dodd- 
Erank Act, and I want to thank Senator Corker and Congressman 
Garrett for their leadership and Chairman Dodd for holding this 
hearing. I would be pleased to answer any questions that Members 
of the Committee may have. 

Chairman Dodd. Thank you very, very much. 

Professor, Snowden, thank you. 

STATEMENT OF KENNETH A. SNOWDEN, ASSOCIATE PRO- 
FESSOR OF ECONOMICS, UNIVERSITY OF NORTH CAROLINA 

AT GREENSBORO 

Mr. Snowden. Chairman Dodd and Members of the Committee, 
I appreciate the opportunity to testify today before the Committee 
concerning potential uses and regulation of covered bonds in the 
U.S. mortgage market. I am an economic historian who for the past 
two decades has studied the development of the U.S. mortgage 
market. The purpose of my testimony is to share with you some of 
the research I and others have done concerning the history of the 
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market and the role that covered mortgage bonds have played 
within it. 

Really, one of the motivations we hear for using covered bonds 
is what I will talk about mostly today, which is that they are very 
popular and have a record of success in Europe. In fact, the Euro- 
pean record of covered mortgage bond success stretches back over 
200 years. 

My own research is completely U.S. -centric, but I became aware 
of the history of covered bond use in Europe two decades ago when 
I came across commentaries by late 19th century writers in the 
United States that complained bitterly about the absence of cov- 
ered bonds in this country. These comments provided evidence that 
market participants in the U.S. were well aware of covered mort- 
gage bonds as early as 1870, and this led me to question why the 
mechanism hadn’t been implemented here. 

Further exploration revealed, in fact, that they had been intro- 
duced several times between 1870 and 1935. So at that point, the 
important question became, why did covered bonds not become a 
permanent fixture in the U.S. mortgage market after being intro- 
duced? My testimony briefly surveys the record to provide the Com- 
mittee with this historical perspective as you consider legislation to 
encourage the introduction of covered mortgage bonds one more 
time. 

I divide the historical record into two parts. The first lies be- 
tween 1870 and 1900, when covered mortgage bonds were intro- 
duced in the U.S. without the regulatory framework that was used 
at that time in Europe. The covered mortgage bond had its greatest 
success during this period in the Western farm mortgage market 
with companies that normally brokered whole mortgage loans to in- 
vestors, but they began to issue bonds secured by mortgages in- 
stead of selling the loans outright. 

I have examined one of these companies in depth and found that 
the loans it placed behind its covered bonds were, in fact, riskier 
than the ones that it brokered. That result appears to contradict 
the generalization that underwriting standards are strict inside a 
covered mortgage bond structure. But in this case, the issuer could 
shift risk between brokerage and covered bonds because of ineffec- 
tive regulation. 

A more obvious lesson can be drawn by the way these companies 
failed during the general farm mortgage crisis of the 1890s. Serious 
malfeasance occurred throughout the covered mortgage bond sector 
during the crisis because there was no regulation in place to con- 
trol the behavior of the mortgage companies after their financial 
capital had dissipated. These failures affected the reputation of cov- 
ered mortgage bonds in the United States for decades. 

The Federal Government takes center stage in the history of cov- 
ered mortgage bonds between 1900 and 1935. Your predecessors in 
the 63rd and 64th Congresses benefited from an extensive inves- 
tigation of covered-bond systems in Europe before they created the 
Federal Farm Loan Bank System in 1916. The system was com- 
prised of both public and private institutions and both relied on 
covered mortgage bonds as their financing. 

The privately financed Joint Stock Land Bank component of this 
system was structured and regulated just like institutions in Ger- 
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many, and this led private farm mortgage companies in the United 
States to oppose and avoid the system because of restrictions on 
their activities that were placed by these German practices. 

Twenty years later, the 73rd Congress authorized the creation of 
a privately financed, federally regulated covered residential mort- 
gage bond program to provide a liquid market for the new FHA in- 
sured mortgage loans. No private institution was ever chartered 
under this authority, and the discussion about introducing covered 
mortgage bonds to the U.S. went silent for decades. 

In the final section of my testimony, I provide an overview of the 
development of the institutional residential mortgage market over 
the past century to provide perspective on how the introduction of 
covered mortgage bonds at this time fits into its long-run pattern 
of development. 

I will close my remarks, however, by summarizing two lessons 
that I draw from the historical record. First, past failures of cov- 
ered mortgage bonds in the U.S. are explained by a combination of 
bad timing, poor implementation, and ineffective regulation. We 
need to do a better job of incorporating covered bonds into the U.S. 
mortgage market rather than to abandon the effort. 

Second, a common failure in past attempts was to transplant ele- 
ments of a European covered mortgage bond system without tai- 
loring them to fit U.S. institutions. We need to identify features of 
the U.S. mortgage market that could be incompatible with Euro- 
pean covered mortgage bond practice while, rather than after, regu- 
lation is being formulated. 

I thank you for your time and would be happy to answer ques- 
tions. 

Chairman Dodd. Thank you very much. Professor. 

Mr. Campo, good to have you with us this morning. 

STATEMENT OF RIC CAMPO, CHAIRMAN AND CHIEF EXECU- 
TIVE OFFICER, CAMDEN PROPERTY TRUST, ON BEHALF OF 

NATIONAL MULTI HOUSING COUNCIL AND THE NATIONAL 

APARTMENT ASSOCIATION 

Mr. Campo. Thank you. Chairman Dodd and distinguished Mem- 
bers of the Committee. I am Ric Campo, Chairman and CEO of 
Camden Property Trust, a publicly traded apartment firm. I am 
the Immediate Past Chairman of the National Multi Housing 
Council and I am testifying today on behalf of NMHC and our joint 
legislative partner, the National Apartment Association. 

We applaud the Senate Banking Committee for exploring alter- 
native sources of capital to support housing. We believe covered 
bonds could indeed provide some degree of additional liquidity to 
the U.S. multifamily finance. We caution, however, that it is quite 
unlikely that covered bonds could provide the capacity, flexibility, 
or price superiority necessary to adequately replace any of the U.S. 
traditional sources of multifamily mortgage credit. I am hoping to 
provide you with the apartment sector’s perspective based on our 
general credit needs and to share some insights into what role cov- 
ered bonds could play in meeting those needs. 

One-third of American households rent. About 16.7 million 
households live in rental apartments. Our industry depends on a 
reliable source and sufficient capital to meet the Nation’s rental 
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housing demand. Currently, private mortgage lenders have left the 
market, forcing us to rely heavily on credit insured or guaranteed 
by the Federal Government, namely FHA, Fannie Mae, and 
Freddie Mac. Eighty percent of the apartment loans that were 
issued in the first 6 months of 2010 have some form of Government 
credit behind them. Therefore, our concerns are over the broader 
issue of housing finance reform and the unintended consequences 
that could reduce credit now provided by the GSEs. 

Since the conservatorship, the latest data shows that Freddie 
Mac’s multifamily unit has generated a billion dollars of profits 
that have been used to offset the losses on their single-family book. 
Fannie Mae’s numbers are similar. This is a strong indicator that 
the model for the multifamily finance market works pretty well. 

We support a careful look at covered bonds as a supplemental 
source of credit. The European experience indicates that covered 
bonds provide numerous benefits to issuers and investors. Investors 
earn attractive risk-adjusted yields on low-risk diversified securi- 
ties. Financial institutions that issue the bonds benefit from the 
lower cost of funds and reduced risk-based capital requirements 
along with meaningful collateral substitution capabilities. 

For numerous reasons, though, it is quite unlikely that covered 
bonds could provide the capacity, flexibility, and pricing superiority 
necessary to adequately replace the U.S. existing sources of multi- 
family credit. First, it is unclear whether covered bonds would ac- 
tually increase the amount of credit banks would make available 
to apartment firms because the covered-bond structure limits the 
issuers’ lending volumes by requiring them to hold loans on their 
balance sheet and retain capital reserves in case of losses. It is also 
possible that banks could simply replace some of the home loan ac- 
tivities with covered bonds, which would not increase lending ca- 
pacity. Even then, however, larger banks are anticipated to be 
more — major covered-bond issuers may choose not to issue covered 
bonds for multifamily mortgages because they already originate 
such mortgages for the GSE and CMBS market and avoid any bal- 
ance sheet liability. Additionally, since so many asset classes qual- 
ify for covered bonds, it is unclear whether the banks would use 
them to increase multifamily lending. 

It is also important to understand that the European experience 
with covered bonds for multifamily properties may not be 
transferrable to the U.S. In Europe, the rental markets operate on 
a condominium model comprised of small investors buying indi- 
vidual units and renting them out. For instance, in the U.K., 73 
percent of the rental stock is owned by mom-and-pop operators and 
there is no institution investors. 

Likewise, questions remain about whether a purely private 
American covered-bond market could be a critical backstop capital 
during the periods of financial instability. Europe’s covered-bond 
market came to a standstill during the global financial crisis, going 
dormant for several months after Lehman Brothers collapsed. 
Some European jurisdictions have still seen no issuance. In con- 
trast, in the U.S., Fannie Mae and Freddie Mac continued to pro- 
vide liquidity to the multifamily sector at a profit. 

For all these reasons, we can only conclude that the covered-bond 
market might augment but not adequately replace any of the com- 
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ponents of the U.S. multifamily finance. Apartments are a critical 
component of our Nation’s housing market and the apartment in- 
dustry depends on the reliable, reasonably priced, and readily 
available supply of credit to meet the Nation’s growing demand for 
rental housing. We look forward to the return of credit liquidity 
from all sources, including covered bonds, and welcome your efforts 
to increase the credit liquidity in the future. 

Thank you, and I look forward to your questions. 

Chairman Dodd. Thank you very, very much. We appreciate 
your testimony, as well, and all of you this morning, and I will ask 
the Clerk to kind of keep an eye on the timing here so we don’t 
go over too long. There are only three or four of us here. Senator 
Merkley has joined us, as well. I will begin with a few questions, 
and then I will turn to Senator Corker and we will go back and 
forth here this morning. But I thank all of you again for your par- 
ticipation this morning. 

Let me begin, if I can, Mr. Krimminger and Ms. Williams, your 
testimony suggested covered-bond programs as now proposed could 
create the impression of implied guarantees by Federal bank regu- 
lators. One, do you agree this could be the case, and I think you 
implicitly have suggested that, and if so, then how can this be pre- 
vented? 

Ms. Williams. Mr. Chairman, the point that we noted in our tes- 
timony was that the selection of a single covered-bond regulator, 
and depending upon what entity that single covered-bond regulator 
would be, an existing agency or even if one new one were created, 
might incrementally enhance an impression that there was a Gov- 
ernment backing of the financial performance of the bond itself as 
compared with the impression that one would take if the Federal 
financial regulators were the covered-bond regulators for the re- 
spective institutions that they supervise. So that would sort of put 
the covered-bond regulator role more in the framework of oversight 
supervision of adherence to standards that the financial regulators 
adopt and then implement and apply as opposed to having a single 
agency viewed as the covered-bond regulator. 

Mr. Krimminger. I would certainly agree with Ms. Williams that 
I think there are three key factors from our view that could give 
that kind of implied, if you will, view of Government support. One 
is we certainly support the idea that there could be or should be 
standards being set, particularly by the Federal banking regulators 
or the Federal Financial Institutions Examination Council, which 
combines all the regulators. But to have direct oversight specifi- 
cally for the purpose of protecting the investors’ interests versus 
the safety and soundness of the financial institutions certainly cre- 
ates another level, if you will, of Federal involvement in the pro- 
gram. 

Chairman Dodd. Would that be unique? Would that create a 
unique category, then? 

Mr. Krimminger. It would create, from our view, a unique cat- 
egory in the United States certainly, and it is very common in Eu- 
rope. You have, for example, in the European Pfandbriefe example, 
the BaFin, which is the primary regulator in Germany for banks, 
does have the responsibility by law to provide specific oversight for 
covered bonds for the benefit of investors. I think that creates a 



18 


conflict and creates certainly an implication of there being some 
support. 

The third part of that is in the resolution of covered-bond de- 
faults, or defaults by issuers. Under the proposed regulation or the 
proposed legislation, the regulator would then be responsible for 
perhaps removing a trustee that would be used over the separate 
estate. So you have an estate leaping out, if you will, of the failed 
institution, the failed bank, depriving the banker receivership of 
collateral that benefits the Deposit Insurance Fund and other 
creditors. But, also the trustee could be removed by the regulator 
based upon the interest of the investors. That provides a level of 
oversight of the insolvency process for the private investors’ benefit 
that would be somewhat unique under U.S. law. 

I think one last point I would make is that there are very great 
differences between the U.S. system and the European system. In 
many cases in Europe, part of the support for covered bonds has 
been the fact that banks that issue covered bonds are simply not 
closed, and certainly that is not consistent with the intent of the 
Federal Deposit Insurance Act and certainly the intent of the 
Dodd-Frank Act, that is certainly not an avenue we wish to go 
down. 

Chairman Dodd. No, that was one area there was pretty signifi- 
cant agreement, I think. 

[Laughter.] 

Chairman Dodd. Let me give Mr. Stengel a chance to respond 
to that, but let me ask you a question, if I can, Mr. Stengel, and 
then give you the opportunity to respond to what has been raised 
here. The FDIC in its testimony here this morning, and I am 
quoting them here, said any covered-bond legislation must preserve 
the flexibility that current law provides to the FDIC in resolving 
failed banks, including the options of continuing to perform under 
the covered-bond program pending a sale to another bank, turnover 
of collateral to the investors, and repudiation. It was on page seven 
of the testimony. 

The Covered Bond Council testified that having all of these alter- 
natives raises uncertainty for investors, and I think it is a legiti- 
mate point. But should the FDIC have this flexibility or should in- 
vestors of covered bonds have greater certainty and the choice 
here? And again, obviously, given the history of the FDIC and how 
important that has been for avoiding the kind of problems that cre- 
ated the FDIC in the first place here, what about what would hap- 
pen in the event of a failure of a bank that issued covered bonds, 
where you might have that certainty if you would take the Coun- 
cil’s point of view, but lack the flexibility that the FDIC would 
need. How do you answer that? 

Mr. Stengel. Well, I think in a couple of ways. First, it is cer- 
tainly not unprecedented. I mean, looking at just some rough data, 
the top — looking at the top 50 banks alone, they have over $1 tril- 
lion of assets pledged either under securities lending or repos, and 
that represents over approximately 10 percent of their assets. Now, 
these lenders have much more enhanced rights than anything in 
the proposal from the U.S. Covered Bond Council. 

So I think the notion that there is a dichotomy between secured 
creditors and unsecured creditors and there is uniformity among 
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secured creditors is not entirely accurate, that there are, in fact, 
quite a few secured creditors with quite a lot of flexibility, and par- 
ticularly those with these qualifled flnancial contracts, repos, and 
securities loans, not to mention the Federal Home Loan Banks. So 
the notion that today the FDIC has unlimited flexibility, I think is 
just not entirely accurate. 

In response to the notion about the regulator, I think certainly 
the Council understands the perspectives of the regulators and the 
concern about having a single covered-bond regulator. Our primary 
concern is a fragmentation of the market. So, for instance, if you 
were to have each individual regulator able to write separate rules 
of the road for covered bonds, that would create a fragmented mar- 
ket that we don’t think would be quite helpful. 

I think we could be supportive and would support, for instance, 
the Department of the Treasury writing the rules of the road and 
then having those implemented by the individual prudential regu- 
lators. That is something that seems to be a compromise that 
makes a lot of sense. 

Chairman Dodd. Do either of you other two want to comment on 
this exchange, Mr. Snowden or Mr. Campo? No? 

Senator Corker. 

Senator Corker. Thank you, Mr. Chairman, and I thank all of 
you for your testimony. 

It seems to me the essence of the rub on covered bonds and all 
of these other things that we have talked about can be worked out 
pretty easily, but the essence is going to be the rub between the 
FDIC and everybody else. I mean, they have the ability to do what- 
ever they wish when they resolve an institution today, and obvi- 
ously a covered bond potentially eats into that flexibility. So it 
seems that to create a regimen that is going to work, that is the 
issue that has got to be — that is the rub. That is the essence of this 
entire deal. 

I will ask a couple of questions of you, Mike, but when we have 
risk-weighted sort of assessments now of institutions and if institu- 
tions are involved in covered bonds, couldn’t you — doesn’t that ac- 
tually enable the DIF to be stronger when you make those assess- 
ments? I mean, isn’t that something that, on one hand, is a plus 
as it relates to the DIF itself? 

Mr. Krimminger. Well, certainly. Senator. The fact that now the 
assessment process is essentially assets minus net equity does 
allow us, does allow, for example, covered bonds, since they are on 
the balance sheet, to be part of the assessment base, whereas they 
weren’t. I think the problem, however, is that the assessments 
would need to be extraordinarily high on assets if they were to 
cover against the loss of our ability to recapture the 
overcollateralization. 

And if I might just give one illustration, when Washington Mu- 
tual failed in the fall of 2008, they had one of the two covered-bond 
programs that were outstanding. At the time that they failed, the 
overcollateralization requirement by the rating agencies in the in- 
dustry, if you will, to try to maintain a AAA rating, which they 
weren’t able to maintain, was 149-plus percent. So that is a huge 
amount of overcollateralization. 
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I think all the flexibility we are seeking would simply be that we 
would pay — and this is different from our original statement of pol- 
icy, and I want to make sure that people understand that — we 
would be, under legislation be willing to certainly make sure that 
covered-bond investors were covered to the full par value of their 
bonds plus accrued interest through the date of payment so that 
there would be — that would be the full amount of debt they could 
ever claim. And I think that provides the benefit that a covered- 
bond investor would be entitled to. It would give a pool of cash that 
could be then either reinvested by a trustee or through a guaran- 
teed investment contract or something to pay the cash over the 
long term, which is what the investors are looking for. 

And if I might comment on the unprecedented nature of what 
would be done for covered-bond investors, I think an important 
thing here is that Mr. Stengel mentions the qualified financial con- 
tracts. As I noted in one of the footnotes in my testimony, there is 
some additional protection provided for qualified financial con- 
tracts, but even for those contracts, you are limited to the amount 
of your collateral protection by the amount of the actual debt due 
at the time the bank fails, and that is all we are seeking here, as 
well. Covered bonds simply are not QFCs. 

Senator Corker. So, Mr. Stengel, does the solution that Mr. 
Krimminger has offered, is that something that would create a via- 
ble covered-bond market? 

Mr. Stengel. We could certainly build a covered-bond program 
if covered bonds were treated like qualified financial contracts. So 
if the concept is we would like to use existing precedent that quali- 
fied financial contracts or something that are known in the United 
States, and the FDIC feels like the remedies there are more con- 
sistent with something that they are familiar with and would agree 
to, I think that that could very easily be done. 

I think the counterparties under qualified financial contracts like 
repos and securities loans have a number of enhanced rights which 
we did not initially recommend because of our intent to try to ac- 
commodate concerns that we expected from the FDIC. They have 
a higher claim for damages, in fact, that includes the costs of cover, 
which covers the reinvestment risk which covered-bond investors 
are very concerned about. So that would be covered under the QFC 
structure. They have a right to take more rapid remedies. So with- 
in 1 day, if the entire covered-bond program, and, in fact, all cov- 
ered-bond programs of an issuer were not moved to another bank, 
in 1 day, the investors could come in and take their collateral. They 
have immunity from nearly all avoidance actions. And there are 
limits on the FDIC’s ability to repudiate the contracts and transfer 
them. Again, they all have to go or none of them go. 

So I think if we were to use a QFC structure, the Covered Bond 
Council could be very supportive of that kind of approach, and if 
that is what is being proposed here, I think that we probably have 
a lot of middle ground to cover. 

Senator Corker. Since it is, in essence, a debate between the 
two of you, and I notice he disagrees, go ahead. 

Mr. Krimminger. That, as the Senator knows, that is not what 
we were proposing. I was just making the point that even under 
the QFCs, your value is limited to the amount of your debt. Yes, 
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there is a cost recovered, but you don’t get to keep your collateral 
for the balance of your contract. 

Senator Corker. When you were moving, say, an institution fails 
and you move the covered bond off to another institution, can’t the 
FDIC sell that overcollateralization and reap some benefit from 
that? So it is not like — it is not quite like you said. I mean, you 
have a benefit there, too, do you not? 

Mr. Krimminger. Well, that is one of the three options that we 
talked about. Certainly, one of the options and the preferred op- 
tion — we have made this very clear in our statement of policy, as 
well — is to transfer the covered-bond program over to another 
bank, which is what we did with the WaMu covered-bond program. 
There, it is part of the assets and we are getting the benefit of the 
franchise value of that program as a liquidity tool back to the De- 
posit Insurance Fund. 

The reason we need the repudiation power is that in those cases 
where we cannot transfer it, there is no interest in that particular 
program and it is heavily overcollateralized. We think that the De- 
posit Insurance Fund and the creditors should get the 
overcollateralization, not the investors. The investors should get 
paid in full, but not overpaid. 

Senator Corker. Mr. Chairman, my time is up. I know we have 
had debates in our conference rooms between the FDIC and others 
and we look forward to having the two of you in soon, so thank you. 

[Laughter.] 

Mr. Krimminger. Thank you. Senator. 

Chairman Dodd. Thank you very much. 

Senator Reed. 

Senator Reed. Thank you, Mr. Chairman. 

I want to follow up the thoughtful questioning of the Chairman 
and Senator Corker and just clarify in my mind a couple of points. 
One, if there was a covered-bond program, that would require, 
since these assets are on the balance sheets, higher capital? Would 
that be a general point? 

Ms. Williams. The basic point is that there would be a capital 
requirement that would apply 

Senator Reed. Right. 

Ms. Williams. ^because it is on balance sheet. 

Senator Reed. Right. 

Ms. Williams. Yes. 

Senator Reed. And in contrast to selling the mortgages in the 
secondary market where that would 

Ms. Williams. In contrast 

Senator Reed. a bona fide real sale 

Ms. Williams. Yes, in contrast to a sale of the mortgages that 
would be treated under the accounting standards as a sale. 

Senator Reed. So one of the things if we pursue a covered-bond 
program would be there would be a conscious decision the institu- 
tion would have to make between doing covered bonds and likely 
having higher capital. That is 

Ms. Williams. That is definitely a factor that affects the 
attractiveness for any given issuer. 

Senator Reed. And then with respect to the FDIC, is the implica- 
tion in your testimony that there would be a higher assessment be- 
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cause of the — if the rules were changed, in effect, that you would 
fully protect the covered bondholder in a failed institution, that 
would require a higher assessment? 

Mr. Krimminger. I think it no doubt would. We are currently ob- 
viously looking at our assessment structure and the risk-based as- 
sessments generally because of the change to the assessment base. 
But certainly if the flexibility were taken away, we would need to 
seriously look at much higher assessments for those who issue cov- 
ered bonds. 

Senator Reed. So if the covered-bond program was authorized in 
the broadest framework, as the proponents suggest, two likely con- 
sequences for financial institutions would be maintaining higher 
capital, which in effect probably limits their ability to provide more 
liquidity in the marketplace, and higher assessments. So it is not 
a completely win-win for the economy, is that fair? 

Ms. Williams. I think it is absolutely fair to say that there are 
advantages and disadvantages of covered bonds relative to other 
funding options. 

Senator Reed. And let me just again, to the point I sense you 
are making, is that in a failed institution, the FDIC is obligated to 
pay not just the par value plus accrued interest, but all of the in- 
terest and par value of the bond, that in some respects could be de- 
scribed as a subsidy by the Government to those bondholders that 
is not extended to other parties. Is that 

Mr. Krimminger. Our view certainly. Senator, is that that would 
be — it would be certainly creating a subsidy for the covered bonds 
by the Deposit Insurance Fund, because otherwise that 
overcollateralization would come to the Deposit Insurance Fund 
now. 

Senator Reed. Right. Right. And so in some respects, and Mr. 
Stengel, and I want everyone else to comment, too, there is the 
issue of uncertainty, but there is the issue of is there a disguised 
subsidy here also because of preferential rules in the failed institu- 
tion. Is that one reason now that these aren’t as attractive or as 
used as they could be? 

Mr. Stengel. I would not characterize the covered-bond pro- 
grams that at least the Council has proposed as involving any Gov- 
ernment subsidy of any kind. It is probably important to remember 
that it is the banks, after all, that fund the Deposit Insurance 
Fund. In fact, the top four banks account for approximately 40 per- 
cent of the Deposit Insurance Fund, so if there are stakeholders 
here, certainly I think the disadvantages, and the banks are aware 
that it involves higher capital and it also involves perhaps higher 
deposit insurance assessments. The FDIC before the Dodd-Frank 
Act had come out with a particular secured liability assessment to 
penalize banks for engaging in secured lending from an insurance 
assessment standpoint. 

So I think that there is a recognition that there are costs and 
benefits. I think the message that we want to convey is that if we 
are talking about covered bonds that can be accelerated, we are not 
talking about covered bonds and we can put our pencils down and 
there will be no market. And so there certainly is a different treat- 
ment for covered bonds than normal secured debt. It is not as ag- 
gressive as the QFCs. It is certainly not as aggressive as the Fed- 
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eral Home Loan Banks. So it was something that we thought 
struck a reasonable middle ground in order to get the market and 
introduce it into the United States. But without those, there will 
be no market. 

Senator Reed. Well, let me just shift briefly, because one of the 
comparisons we have is with the Europeans who use these, and 
Professor, you have pointed out that in 1916, our predecessors — I 
don’t think anyone is here from that Congress, but who knows 

[Laughter.] 

Senator Reed. The Europeans, though, particularly, and I will 
express my ignorance, use very short-term nonrecourse mortgages 
for residential mortgages. Is there a difference between the types 
of mortgages that they are doing this routinely with that makes a 
difference? Maybe you might comment. Professor. 

Mr. Snowden. I would be happy to. Again, I am not an expert 
on contemporary European practice. Actually, in the farm mortgage 
market, one of the great advantages of covered bonds there were 
very long-term amortized loans, mortgage loans, at a time in the 
United States where farmers had to rely on 3- to 5-year debt, roll- 
over, and this is why farmers wanted a covered-bond program. This 
is why you guys passed it — I mean, not you, your predecessors. Ex- 
cuse me. 

[Laughter.] 

Senator Reed. Yes. We have established they are not here. 

[Laughter.] 

Mr. Snowden. Right. But if I could point out that one of the 
characteristics of these early covered-bond programs in Europe 
were they were monoline. This was their job. This was all they did. 
And I think as you think about these issues of insured institutions 
taking on this product line, one way of thinking about the subsidy, 
to me, is what would this business look like if it stood alone, and 
especially, I think, it makes you look at the dynamic pool aspect. 

People complain about securitization. One thing about 
securitization that is good is once you stick the loans in there, no 
matter how they perform, they stay there. In a dynamic pool, you 
are going to have — if there are any problems in that pool, those 
loans have to be pulled out. Now, this is what my guy did in Kan- 
sas in the 1880s. He was able to put them behind his covered 
bonds because there was no regulation of covered bonds and he 
bilked people this way. 

I think the concern — we are not in that situation today, obvi- 
ously, but if there is any difference between underwriting stand- 
ards in the covered-bond program and whoever else the deposit 
fund is supporting, there is going to be shifting of risk between 
those programs. 

The other thing is, when you talk about subsidy, if these were 
stand-alone businesses, these covered bonds, who would cure the 
bad loans? And that would have to be a cost of business. 

I will just bring up this last point, and a difference with Europe 
is at least in my time period, foreclosure was very rapid in Europe. 
These mortgage banks could take over foreclosed land in 15 days 
in some cases, which means not only could they cure defaults very 
rapidly, they were expected to. In the United States today, we have 
a problem where foreclosure is a long process, apart from the 
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securitization problem. I mean, I understand that. But just the fact 
of doing it. So you are going to have default pools sitting there. 
Where will they sit? Who will fund those default pools, because 
they have to be pulled out from behind the secured bonds. 

Senator Reed. Thank you. My colleagues have been very gra- 
cious. Just one other point, and I will make it and if you have to 
correct me, please correct me. I have been told basically, too, that 
in most mortgage arrangements in Europe, there is personal liabil- 
ity, as well, so that you can’t just sort of walk away, they take the 
house and you are fine. They come after you. And that makes a dif- 
ference in terms of what these types of pools will look like. 

Thank you, Mr. Chairman. You are very kind. 

Chairman Dodd. Thank you very much. Senator. 

Senator Merkley. 

Senator Merkley. Thank you very much. There are many as- 
pects of this strategy that are extremely appealing. One certainly 
is that rather than having a pool of securities to which the rights 
are sold to the cash-flow and then those bonds are remixed into a 
second waterfall and a third waterfall and so forth, but it makes 
it impossible. Professor, to know what they are buying, this is a 
much more direct transaction, potentially, and this is what I want 
to ask. 

Would the structure be limited to a bank having a pool of loans, 
mortgages, and as you mentioned potentially other products, loan 
products, against which they are providing the collateral for essen- 
tially the loan to the bank, for the bond, or would banks be buying 
other bonds that they then use as collateral, and then would the 
bonds against those pools, would they be able to buy those so we 
end up with the same multilayered complexity that makes it im- 
possible to understand the true nature of the collateral that we 
have in the mortgage market now? 

Mr. Stengel. At least under the Council’s proposal, it would be 
a single eligible asset class, which would be loans, backing a single 
issuance of covered bonds, so something much more straight- 
forward. There would be the opportunity to invest proceeds in 
Treasuries and other what we call substitute assets, which are 
really cash equivalents. But the notion of the CDO-squared or 
cubed is not something that we are looking for. 

Senator Merkley. I am very glad to hear that. Another chal- 
lenge we had was with rating agencies not having access to all the 
details of the specific loans themselves. Is it envisioned under this 
proposal that a rating agency would be involved to help establish 
to investors the quality of the underlying collateral, and would they 
have access to all the loan-level detail? 

Mr. Stengel. It is expected that covered bonds would receive a 
rating, assuming we still have that process going on in the wake 
of the Dodd-Frank Act. And so certainly as part of that process, 
rating agencies would have access to whatever they felt was re- 
quired in order to provide the rating. 

On that point, I think it is worth noting, none of these programs 
have a trip wire on the rating. So the notion that they have to keep 
putting in good assets to maintain a rating which is a covenant in 
the documents is not required. The rating agencies will provide 
their rating and certainly, as the regulators have done in the past 
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using their existing cease-and-desist authority, and certainly all 
the new powers under the Dodd-Frank Act, have more than enough 
power to say, you are not going to put any more assets into the 
cover pool just to maintain a rating. So the rating agencies will he 
involved, and I think there are a lot of protections to make sure 
that that process does not go off the tracks. 

Senator Merkley. If we turn the clock back just a little bit, the 
pools that were utilized in the CDOs and CDO-squared, there was 
also a right to substitute failing bonds, and there was a — an ac- 
count manager had a responsibility to do that. For some reason, 
that really didn’t unfold in a manner that sustained the value of 
those pools and it all collapsed and I never really quite caught 
what went wrong in that substitution process. 

Mr. Stengel. In the case of CDOs, it really was — to some degree, 
they worked in the sense that they transferred the risk of the un- 
derlying assets to the investors. I think the issue was there were 
no good assets to bring in and substitute because the CDOs weren’t 
set up to actually have an originator like a bank that makes loans 
and can put new assets into a pool, much like you think of any 
commercial lending with a borrowing base and that there is a re- 
volving inventory of assets coming in and out. So CDOs weren’t set 
up that way. So while there was a possibility of going out and 
bringing in new assets, ultimately, you were limited to the proceeds 
of what you had available to begin with and those just turned out 
to be very risky and for a lot of loss. 

Senator Merkley. So let me turn to another piece of this. We 
have had a lot of discussion in this Committee about the situation 
where firms that originate securities should be limited, or people 
had various opinions, I had the opinion they should be limited in 
their ability to buy insurance that exceeds the value of the bonds 
they are issuing, in other words, gamble on the failure of the very 
products they are selling to the public. That was addressed in the 
Merkley-Levin Amendment. 

Do you anticipate here that banks would be able to hedge their 
risk by purchasing insurance against the failure of the product, 
and if they were allowed to do that, would that be limited to the 
value of the product so that they are not actually gambling on the 
failure of what they are selling? 

Mr. Stengel. I think just a couple of points. You know, the 
Council, because of its unique composition, being equal investors, 
dealers, and issuers, we spent months having a very, very robust 
debate among ourselves, and we few lawyers who were allowed to 
tag along tried to proxy for regulators and the consumer, about 
how to create a benchmark covered-bond market. You know, there 
may be folks — there are a lot of smart folks out there and they may 
be able to come up with structured covered bonds and covered 
bonds that do all kinds of different things. But we wanted to pro- 
pose legislation to the Members of Congress that would create a 
benchmark very safe and conservative market. So the kinds of 
things that certainly the Dodd-Frank Act was very focused on is 
not something at all that we are contemplating in the context of 
a covered-bond market. 

Now, banks, I am sure, will hedge the assets on their balance 
sheet, their interest rate risk, their currency risk, according to pru- 
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dent risk management standards as dictated and informed by regu- 
latory standards. But nothing of the kind that I think you are talk- 
ing about is contemplated, at all. 

Ms. Williams. Senator, if I could just add to that and reinforce 
the last point that Mr. Stengel made, the assets remain on the in- 
stitution’s balance sheet and so we will continue to have the con- 
cerns that we would have as a supervisor with respect to effective 
sound asset liability risk management. 

Senator Merkley. I believe the — oh, please, go ahead. 

Mr. Krimminger. I am sorry to interrupt. I just wanted to make 
one comment on one point Mr. Stengel made just to make sure that 
it is clear. While there is not a trigger in the documents requiring 
it based upon rating agency action to replace delinquencies, there 
are contractual provisions that require replacement of delin- 
quencies over a certain date so that this is a constantly refreshing 
pool. So there is constantly the requirement to put new loans in. 
So there is a benefit to the investors of having a quality pool 
throughout the time supporting a security for the general obliga- 
tion of the bank, and our point really is that once the institution 
closes, no one is going to be adding to that pool. You are going to 
have a diminishing asset pool that is going to be of diminishing 
value. 

We just believe that the investors should not get the benefit of 
a constantly refreshing pool but then be able to take all the collat- 
eral after a failure as you would with a securitization that is off 
balance sheet. They should get one or the other, but not both. 

Senator Merkley. OK. Let me turn to a piece of the FDIC action 
in this regard, which is in 2008, a rule issued that limited covered 
bonds to, I think, 4 percent of the capitalization. Can you comment 
on that, because there is a concern that that type of limit would 
prevent development of a robust covered-bond market. 

Mr. Krimminger. That was a statement of policy that was issued 
by our board in July of 2008, and we had a 4-percent limit there 
in part based upon prior precedent of countries that had begun to 
introduce covered bonds, both in the United Kingdom and in Can- 
ada. In their early introduction of covered bonds, they had a 4-per- 
cent limit, as well. We were simply modeling on that with the ex- 
pectation, which we stated up front in our board meeting as well 
as in the document, that we could limit as the market developed. 
We had talked with major issuers and they were of the view that 
4 percent would be — was far in excess of their immediate plans to 
expand the programs they had as far as new issues, as well. So it 
was not going to be a constraint at the beginning of any type of 
covered-bond program. So we felt that that would be something 
that could be modified going forward. 

Senator Merkley. I want to thank you all. I am way over my 
time. I thank the indulgence of the Chair, and I appreciate this dis- 
cussion as we think about Fannie and Freddie and how we make 
home mortgages work in America. It is very helpful. 

Chairman Dodd. Thank you. Senator. 

Let me ask a question and turn to Senator Corker for any ques- 
tions he has. One, I would like to get Mr. Campo into this con- 
versation a bit on the rental housing aspects of all of this, and he 
makes a very good point. One of the very legitimate complaints 
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over the years is that we have placed so much stock on home own- 
ership, which has value in my view, and so very little increasing 
the stock of rental housing in the country that I think we contrib- 
uted in no small measure to the problems we have been wrestling 
with over the last several years. 

But I wonder if, Mr. Stengel, you might comment on Mr. 
Campo’s testimony, his concern in the multifamily housing context, 
the problems posed by covered bonds. 

Mr. Stengel. I think Mr. Campo’s point is very well taken in the 
sense that covered bonds will not replace securitization. Just look- 
ing at some quick figures, in 2006, the volume of securitization was 
$2.4 trillion — $2.4 trillion of issuance. Thus far in 2010, there is 
$0.4 trillion in issuance. And because securitization involves trans- 
ferring these assets onto the balance sheets of investors, you are 
talking about $2 trillion — and this is just private label ABS and 
RMBS, so it doesn’t include the agencies. So you are talking about 
$2 trillion of balance sheet that has been wiped away until the 
securitization market is resuscitated. So I think Mr. Campo’s point 
there is very well taken, that covered bonds are no substitute. They 
are a complement, but no substitute for securitization. 

I do think, at least based on the views expressed by the Council, 
that commercial mortgage, including multifamily covered bonds are 
something that are being actively looked at by potential issuers 
once the market gets up and running. Whether those are first out 
of the gate, I don’t know, but I don’t think they will be relegated 
to the sidelines at all. I think they will be center in the target of 
possible issuers. 

Chairman Dodd. I would encourage you to look at that and offer 
those ideas, because I think, and again, I am speaking for myself, 
but I think one of the things I feel strongly — I am looking at my 
own State of Connecticut where you have got to have an income of 
$20 an hour on average to afford a two-bedroom apartment, a rent- 
al unit. We have such a paucity of stock that obviously the supply 
and demand issues have driven up the cost tremendously, driving 
it out of the range of an awful lot of people who need that rental 
housing market to provide decent shelter for themselves. So to the 
extent we can increase the opportunity if the covered-bond market 
is going to be developed here that would allow for it to be used in 
the multihousing area would be important, it seems to me. 

Mr. Stengel. We completely agree. Senator. 

Chairman Dodd. And last, I wonder if you just might quickly, 
and maybe if you want, obviously, what the most important consid- 
eration the Committee should keep in mind in the issue of regu- 
lating covered bonds going forward. Why don’t we begin with you, 
Ms. Williams. Tell me one or two things you think we ought to 
really keep in mind as we look at this. 

Ms. Williams. I think that the conversation this morning has 
really highlighted the central issue. There is a tradeoff here with 
issues that are important to the FDIC. The set of issues that they 
have identified center on the differences between covered bonds 
and what we have now. 

Chairman Dodd. Yes. 

Ms. Williams. And to the extent that you want to move to some- 
thing new, you are implicitly raising issues about having something 



28 


different from the traditional way that the FDIC has viewed these 
situations. There is very much a balance for policy makers, a very 
interesting set of issues here to resolve. 

What I hear the Covered Bond Council saying is that some of the 
features that are most critical to the success of having a robust cov- 
ered-bond market in the United States are the very features that 
the FDIC has the concerns about changing. 

Chairman Dodd. Yes. 

Mr. Krimminger. I would just note that I think the key concerns 
are making sure that we don’t create a super class of investments 
that can create mispriced risk and we should not transfer that risk 
on to the Deposit Insurance Fund in the case of a failure. 

I would note also in response to one of the comments made ear- 
lier that although it has been stated, and I know this is the argu- 
ment of the Council, that a covered-bond market cannot develop if 
the FDIC has the power to repudiate, I think there were certainly 
two very large programs that were developed before the financial 
crisis where that power still remained with the FDIC, and we are 
willing certainly to clarify these powers further. But I think it 
might be a bit of a misstatement to say that the market cannot de- 
velop. The financial crisis has sort of interrupted the markets here 
and in Europe. 

Chairman Dodd. Mr. Stengel. 

Mr. Stengel. Mike is a friend, and we have known each other 
a long time. And I grew up in my early years as a bankruptcy law- 
yer, so I, more than most, am sympathetic to the FDIC’s concerns 
and appreciate them. The netherworld of receivership and bank- 
ruptcy is neither glamorous nor easy, and I think the FDIC does 
excellent, excellent work and excellent public service. 

But the perspective is a narrow one. There is a reason we don’t 
have our funeral directors and life insurance companies dictating 
every aspect of our lives. There would be no airplanes. There would 
be no deep sea research. And there certainly wouldn’t be any- 
body — 

[Laughter.] 

Mr. Stengel. there would be nobody walking outside of 

those white lines of the crosswalks. 

Chairman Dodd. Dodd-Frank has funeral plans all through 
here 

[Laughter.] 

Mr. Stengel. There is no life in that world and there certainly 
is no economic recovery. We do need to be very prudent and have 
cautious risk management, but we need to be able to breathe. 

Those two issuers that Mike referenced are on the Council and 
we have heard in no uncertain terms that there were programs de- 
veloped, very unique structures because we have much more debt- 
or-friendly insolvency laws in the United States than exist in Eu- 
rope, so we are already starting from an investor standpoint with 
strikes against us. There was a very elegant and careful structure 
created, but it is one of a bygone era, one of a very frothy market 
which is not with us anymore and we don’t foresee coming again. 

So I am very confident in the instructions that I have been given 
from our Council to say that without those twin pillars, the public 
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supervision and the separate resolution process, we should shift the 
focus to other avenues. 

Chairman Dodd. Mr. Snowden, any comments, or Mr. Campo? 

Mr. Campo. Yes. I think it really gets down to balance, because 
what we are talking about here is the balance between sort of what 
product is used to finance housing overall. Between now and 2015, 
it is predicted by the Harvard Joint Center that two-thirds of the 
households will be renters. That is six million people. And what is 
happening right now in the marketplace is that the multifamily 
business is doing ve^ well with the existing model, as evidenced 
by Freddie Mac making $1 billion in profits net of charge-offs that 
have been used to fund the losses they have experienced on single 
family. 

So we as an industry know that we have to finance. We know 
that the balance between our financing models needs to change 
over time and it is all about sort of a balanced housing policy in 
conjunction with a balanced finance policy and I think covered 
bonds are clearly an area that make some sense, but we just have 
to be thoughtful about it where we are not crowding out other 
parts of the financial market. 

Chairman Dodd. I agree with that. 

Senator Corker. 

Senator Corker. Well, thank you, and I want to thank, even 
though Mr. Snowden and Mr. Campo, I have no questions, I want 
to thank you for the historical perspective, which is also always 
very useful, and certainly some of the rubs that you can create in 
the multifamily market by taking away resources, I appreciate you 
saying that and agree with the Chairman that certainly having 
more affordable rental stock might help in certainly times like 
right now. 

But I want to move back to the first three and say that I know 
we are not going to resolve the issue of the rub today and I look 
forward to having, seriously, both of you all in our conference room 
and trying to figure out a way to resolve that rub. 

But I do want to go back to something Senator Reed mentioned 
because we will be talking about just home finance, mortgage 
issues, I think, in a very focused way over the next year or so. The 
issue of personal recourse loans, I have to be candid, I was a fairly 
sophisticated borrower and was shocked when I got to the Senate 
and realized that people had no recourse mostly in residential 
loans. And I know that as we tried to address that during the de- 
bate on Dodd-Frank, we realized there were some State Constitu- 
tions around this country that kept there from being any recourse 
against home mortgages. I don’t know how many there are. There 
are a handful. But what happened, I guess, over time is the mort- 
gage industry said, look, it is just easier not to have recourse if 
some States you cannot do that. 

What impact do you think that would have, though, if somehow 
or another we were able to create a situation where there was per- 
sonal recourse on home mortgages? What would that do to the du- 
rability, if you will, of the mortgage market and what effect do you 
think that would have? 

Ms. Williams. The imponderable there is to what extent that the 
existence of personal recourse would significantly affect default 
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rates, and I don’t know personally how to answer that question 
right now. 

Mr. Krimminger. I would just note that I think I agree with Ms. 
Williams. I think it is hard to predict exactly what the effects 
would have. I mean, obviously, there are many States in which 
there is recourse. There tends to be a very involved process, of 
course, of going through a judicial foreclosure process in order to 
retain that recourse right, so many lenders simply avoid the judi- 
cial foreclosure route and go through a more streamlined route and 
don’t have the recourse. 

It certainly might, if there is an impact upon defaults, reduce the 
cost of mortgages to some degree, but it is really hard to predict 
because you would need to have some real comparisons to make 
any judgments about the potential risk impact on the mortgage 
lending process, either from the investors’ or from an issuer’s per- 
spective. It is a little unclear at this point. 

Senator Corker. Mr. Stengel. 

Mr. Stengel. I think that is an incredibly difficult issue and I 
think it is one that not only needs to be explored in the economic 
context of default, but how individuals are living their lives and 
able to maintain a certain standard of living. So I think that is an 
extraordinarily complex part of the debate and might well be that 
be one of the options and that might make a lot of economic sense 
in whatever comes out of housing finance reform. But I am cer- 
tainly neither edified nor intelligent enough to speak on it today. 

Senator Corker. Our resident historian? 

Mr. Snowden. Yes, neither edified nor 

[Laughter.] 

Mr. Snowden. In any case, that was very well done. We do have 
a little experience of what happens. The problem with judicial fore- 
closures, they have to be fair. This is one of the examples, mort- 
gage market institutions generally work very well for idiosyncratic 
risk. It is when the system gets dumped and you have lots of fore- 
closures. 

And so what has happened is in the 1930s, we had 23 States 
pass foreclosure moratoria. We just stopped the process because no 
longer can the recourse — without a fair market, you cannot deter- 
mine what the amount of recourse ought to be. Well, the argument 
is anyway, and it is persuasive enough that we see that. 

So I would be — I think it would work very well on idiosyncratic 
risk. I don’t think it would fix what we are going through right 
now. I think it would be very difficult to maintain recourse in this 
environment and has been. 

Senator Corker. As a practical matter, it would be tough. 
Should we — on the covered-bond market, should we — one of the 
writers gave us some input before we came today and mentioned 
that one of the problems with the House bill is there is no homo- 
geneous fashion to these covered bonds. I mean, you are talking 
about cats and dogs. Should we look at that as one of the criteria 
on covered bonds, to create a slightly more homogeneous nature for 
the loans that would be in these covered-bond sales? 

Ms. Williams. I think that the — ^your starting point is deter- 
mining what your threshold eligible asset categories would be, and 
then you certainly could specify as a direction that there should be 



31 


some principle or desirability of the nature of the loans being ho- 
mogeneous. I think that from the perspective of the issuer trying 
to put together a pool and determine what the appropriate 
collateralization, overcollateralization level would be and just the 
predictability of the risk, the issuers are going to he attracted to 
having loans that are of a homogeneous type in the covered-bond 
pools as opposed to having lots of sort of cats and dogs. 

Mr. Krimminger. If I might note, as well, we worked very closely 
with the Treasury Department in mid-2008, early 2008 on the de- 
velopment of what was viewed at that time as the gold standard 
for covered bonds. It was issued as a Treasury Department docu- 
ment in August of 2008. Obviously, we know what happened in 
September, so nothing really happened as a result of it. 

And one of the principles behind that gold standard was that if 
you create a very high standard for the types of collateral that 
would be in the cover pool and you create a homogeneous pool, par- 
ticularly with some substitution rights, then it would give investors 
more confidence starting out in the market. Then the market could 
be expanded beyond that as the market gets more solidified. 

And despite being described a bit as the dead hand of insolvency, 
I think the FDIC is in the market on a very frequent basis and 
what we are seeing really in the marketplace is I think there is 
certainly interest in different types of investment vehicles, but 
what we are really talking about when you get down to the brutal 
facts of it is money. You know, different options that we are talking 
about are really affecting how much money the issuers are going 
to make, much more than how interested investors will be in the 
particular product, because there are ways of dealing with that ac- 
celeration risk. I think there are ways of trying to accommodate all 
of these issues, and hopefully we can work those out. 

Mr. Stengel. I certainly didn’t mean to suggest dead hand, not 
at all. 

There is some irony, of course, in the gold standard because it 
is highlighting the fact that it should have a lot of high-quality as- 
sets, so I think it highlights Ms. Williams’ comment about there is 
some balance here. We want risk retention, but we don’t want a 
lot of high-quality loans all going into cover pools while bad loans 
stay behind. So there is some balance on that particular issue. 

We have viewed at least the approach to covered bonds as being 
layered, the legislative framework providing the foundation. As Ms. 
Williams suggested, more specific regulator descriptions about eli- 
gibility in the cover pool, if homogeneity is important, if a certain 
style of loan, a certain either kind of product or certain quality, and 
then on top of that, individual transactions may differ. So the legis- 
lative framework would be the foundation on top of that regulation 
setting a minimum standard with more specificity, and then within 
those boundaries, individual issuers could go out and do trans- 
actions, and I think the view of the Council, including the institu- 
tional investors on our Council, is that there will be a lot of homo- 
geneity to begin with, and the market will dictate a lot of that. 

Senator Corker. Mr. Chairman, I know that you are a short- 
timer and there is probably some celebratory lunch that you need 
to go to, so I will stop now 

[Laughter.] 
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Senator Corker. and I look forward to carrying on this con- 

versation with these folks later on. But thanks for having a most 
interesting hearing at a time when nothing much else interesting 
is happening. Thank you. 

Chairman Dodd. And that lunch is with my niece, who has come 
to town. 

[Laughter.] 

Chairman Dodd. So it has come down to your family at the end 
of your career. No one else will have lunch with you. 

[Laughter.] 

Chairman Dodd. It has heen a good hearing, very informative. 
And again, to both of our lead witnesses here, we thank you for 
your service. Just listening to the two of you, how valuable it is to 
have people with your background and knowledge, and I appreciate 
Mr. Stengel talking about the relationship you and Michael have 
had over the years just in dealing with these issues. That is a com- 
forting note, that you actually talk with each other with some fre- 
quency about these matters, as well. So that is an encouraging 
sign. 

At a time when we realize the environment we are in, but I 
think it is important in an environment like this to remind in a 
public setting that we are so blessed in this country to have tal- 
ented people who give their lives to public service, and the two of 
you have and I want to express my gratitude to you. 

The Committee will stand adjourned. 

[Whereupon, at 11:41 a.m., the hearing was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 
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PREPARED STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD 

Today, the Banking Committee will hear testimony on covered bonds, a poten- 
tially significant alternative means for raising capital for housing finance. Covered 
bonds have been issued widely in Europe for many years, but not in the United 
States. The purpose of today’s hearing is to learn more about covered bonds, explor- 
ing whether they could contribute to sustained economic growth and whether it is 
in the public interest to encourage their broader use in the United States. 

The hearing grew out of discussions on covered bonds that came up during the 
latter part of the Senate-House conference for the Dodd-Frank Act. I am pleased 
to have worked with Ranking Member Shelby and Senator Corker in organizing the 
hearing. As the Banking Committee has not previously held hearings on covered 
bonds and the subject has raised issues among Federal regulators, we determined 
to explore the matter more carefully before acting. 

When speaking of a covered bond in the U.S. context, we generally mean a debt 
security issued by a bank and backed by cash flows from mortgages or public sector 
loans. The bond is backed both by the bank’s promise to repay and by the assets 
pledged as collateral. 

Covered bonds can provide an additional option to the two dominant funding 
mechanisms in the U.S. marketplace, which are securitization and the traditional 
portfolio lender model, where a bank holds mortgages on its balance sheet and funds 
them with deposits. Proponents of covered bonds point to their greater trans- 
parency, because these assets remain on a bank’s balance sheet so investors can 
analyze their value more easily than in the case of some other asset-backed securi- 
ties. Proponents also note that issuers of covered bonds have a long term interest 
in the underlying loans because they keep them on the balance sheet, which in- 
creases investor confidence. 

While American banks are not prohibited from issuing covered bonds to raise cap- 
ital, few currently do so. Some potential investors are concerned about the treat- 
ment of covered bonds if the issuer goes into conservatorship or receivership. They 
believe that legislation and agency rulemaking are needed to provide clarity about 
how covered bonds would be regulated. Any such measures would define the rights 
and responsibilities of investors, issuers, and regulators. They feel that this would 
stimulate the growth of a larger domestic covered-bond market. 

It is important that Congress look for alternative measures that could stimulate 
the economy. The Committee is holding today’s hearing to learn more about this al- 
ternative and whether it will contribute to safe, stable, and sustained economic 
growth. 

We are pleased to have before us experts who will provide testimony about the 
history of covered bonds, their uses and potential benefits, as well as their inter- 
action with existing mortgage financing mechanisms. The panel also includes Fed- 
eral regulators who can share their perspective on the regulation of banks that 
would issue covered bonds, including the impact on the Deposit Insurance Fund. 

On the first panel, I am pleased to welcome Congressman Scott Garrett, who has 
a strong interest in this area and introduced legislation on covered bonds. On the 
second panel, we will hear from Julie Williams, Chief Counsel and First Senior Dep- 
uty Comptroller, Office of the Comptroller of the Currency; Michael Krimminger, 
Deputy to the Chairman, Federal Deposit Insurance Corporation; Scott Stengel, on 
behalf of the U.S. Covered Bond Council; Professor Kenneth Snowden, University 
of North Carolina at Greensboro; and Mr. Ric Campo, on behalf of National Multi 
Hhousing Council and the National Apartment Association. 


PREPARED STATEMENT OF SENATOR TIM JOHNSON 

Thank you, Mr. Chairman. While covered bonds have been used in Europe, they 
are not widely used here. I look forward to hearing from our witnesses regarding 
the potential for a covered-bond market here in the United States. 

In addition to various covered-bond proposals being considered by the Congress, 
it is important that we explore the many different ways mortgage markets are 
structured and their ability to maintain stability through the recent economic down- 
turn. As our economy stabilizes, the Dodd-Frank Wall Street Reform bill is imple- 
mented and we look towards a new structure for the housing finance system, we 
will need to have extensive discussions about the benefits and pitfalls of any poten- 
tial changes. 

We face a fragile housing market and our decisions should not exacerbate that 
situation. It is our responsibility to ensure that the regulatory structure will support 
a functioning housing market and maintain long-term, fixed-rate mortgage financ- 
ing at reasonable interest rates. I look forward to learning from our witnesses — spe- 
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cifically how covered bonds might achieve this goal, what parts of the banking sector 
have the capacity to utilize cover bonds and how other covered-bond markets have 
responded to the economic downturn. 


PREPARED STATEMENT OF REPRESENTATIVE SCOTT GARRETT 

Thank you, Chairman Dodd and Ranking Member Shelby, for holding this hearing 
today and inviting me to testify before you. I also want to thank Senator Corker 
for all of his hard work and advocacy on creating a U.S. covered-bond market. 

As our Nation continues to recover from the recent financial crisis and certain 
credit markets remain locked, Congress must examine new and innovative ways to 
encourage the return of private investment to our capital markets. We must also 
consider creative ways to enable the private sector to provide additional consumer, 
commercial, public sector, and other types of credit. Establishing a U.S. covered- 
bond market would further these shared policy goals. 

One reason I am particularly fascinated with covered bonds is the fact that they 
can be a purely private means of finance without Government guarantees or sub- 
sidies. Many proposals to help alleviate the current strains in our credit markets 
focus on Government loans or guarantees. However, I believe covered-bond legisla- 
tion offers a way for the Government to provide additional certainty to private en- 
terprise and generate increased liquidity through the innovation of a new market- 
place without putting the taxpayers on the hook. 

There are many potential benefits for a wide variety of interested parties that can 
be derived from a U.S. covered-bond market: 

• Consumers will experience lower loan rates because of the additional liquidity 
in the various asset classes. 

• Consumers will also be able to more easily have their loans modified because 
the loans will still be on the balance sheet of the originating institution. 

• Investors will have a new transparent and secure vehicle to invest in. This will 
allow for additional diversification within their portfolios. 

• And finally, the broader financial markets will benefit by having an additional, 
low cost, diverse funding tool for financial institutions. 

Covered bonds will ensure more stable and longer term liquidity in the credit 
markets, which reduces refinancing risks as well as exposure to sudden changes in 
interest rates and investor confidence. And they will allow U.S. financial institutions 
to compete more effectively against their global peers. 

In the House, we have worked in a very constructive bipartisan fashion to push 
the ball forward on comprehensive covered-bond legislation. Chairman Kanjorski, 
Ranking Member Bachus, and I have introduced three different versions of covered- 
bonds legislation. The most recent is H.R. 5823, the U.S. Covered Bond Act of 2010. 

A week before the August recess, we successfully marked up the legislation and 
reported it out of Committee by a unanimous vote. It is my hope that we can pass 
this legislation out of the House over the next several weeks. 

Some have asked why we need covered-bond legislation. Simply, to get the market 
off the ground and provide investors with the needed confidence to invest in the 
product, the resolution procedure of a bond when an issuer fails needs to be spelled 
out specifically in statute. Otherwise, without the certainty of a legally binding proc- 
ess, there is not significant enough appetite from the investor community to make 
covered bonds cost-effective for issuers to offer. Also, a regulatory regime needs to 
be put in place to ensure proper oversight of the marketplace. 

Throughout this process, there have been some people who have said, “Let’s wait 
and do this next year with housing finance reform.” But the proposal we are dis- 
cussing today is broader than just housing finance. Covered bonds offer a com- 
plementary source of funding that can spur much-needed lending to consumers, 
small businesses, and State and local governments. 

The reason why I have been so active in pushing covered bonds this year is be- 
cause I believe they could help NOW. We hear almost daily about the liquidity con- 
cerns throughout various asset classes. The House Financial Services Committee 
held a recent hearing about the lack of liquidity in the Commercial Real Estate mar- 
ket. The Senate just passed a bill already approved by the House with the intent 
of providing more liquidity to small businesses. 

Also, we have all spoken to local and State officials about the problems munici- 
palities face with increased funding costs for their projects. The President has con- 
tinuously stressed the need to help these segments of the economy and this legisla- 
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tion is one we can pass immediately. More importantly, this is something we can 
pass immediately at NO cost to the taxpayer. 

Another reason to move quickly on establishing a covered-bond market in the U.S. 
is because billions of U.S. investment dollars are moving overseas and north of the 
border. So far, in 2010, there have been a dozen covered-bond deals issued by for- 
eign banks to U.S. investors totaling close to $18 billion. This is U.S. private capital 
that could be invested here and help with our consumer needs. 

Private industry realizes that we are currently missing out on an opportunity as 
well. I have formal letters of support for the U.S. Covered Bond Act from: the Na- 
tional Association of Realtors, the Mortgage Bankers Association, the American 
Bankers Association, the National Multifamily Housing Council, the National Apart- 
ment Association, the CRE Finance Council, the Real Estate Roundtable, SIFMA, 
the American Securitization Forum, the Financial Services Roundtable, and others. 

Now, I don’t pretend to believe that covered bonds are some sort of magic bullet 
that will help solve all of our funding needs. However, what I do know is that dur- 
ing a time of economic uncertainty, lack of liquidity and rising budget deficits, we 
must consider innovative approaches to help attract private investment back into 
our capital markets. I believe this legislation can help us in that regard. 

I thank the Chairman and Ranking Member again for holding this hearing and 
inviting me to testify. I look forward to any questions you may have. 


PREPARED STATEMENT OF JULIE L. WILLIAMS 

First Senior Deputy Comptroller and Chief Counsel, Office of the 
Comptroller of the Currency 

September 15, 2010 

Introduction 

Chairman Dodd, Ranking Member Shelby, and Members of the Committee, my 
name is Julie Williams and I am the Chief Counsel and First Senior Deputy Comp- 
troller at the Office of the Comptroller of the Currency (OCC). I appreciate the op- 
portunity to testify on behalf of the OCC today about covered bonds, their potential 
uses and key issues that they present for policy makers. 

The OCC recognizes that covered bonds can play a role in an institution’s overall 
funding strategy, offer a new source of funds for lending activities, and provide an 
alternative source of liquidity for financial institutions. Over the past few years, the 
OCC has supported efforts to remove obstacles to the development of this market. 

My testimony today first briefly reviews the characteristics of covered bonds and 
their pros and cons relative to other funding options. The second portion of my testi- 
mony focuses on a set of key issues that would define the essential framework for 
a statutory covered-bond program. 

Part I. General Information on Covered Bonds 

Covered bonds are debt obligations issued by a financial institution. The bonds 
are backed both by the institution’s promise to pay and by a dynamic pool of assets 
pledged as collateral that comprise what is referred to as the “cover pool.” The un- 
derlying assets are typically high quality assets, subject to various eligibility criteria 
and must be replaced by the institution should they fail to meet specified criteria. 
Investors look first to the institution to make payments on the bonds, but investors 
also have a claim against the cover pool that has priority over unsecured creditors 
of the institution. This is commonly referred to as the “dual recourse” feature of cov- 
ered bonds. There is no single definition of a covered bond, however. Covered bonds 
have been issued using different transaction structures and sold with var3dng fea- 
tures in many European countries for centuries. 

Covered bonds may provide financial institutions, including depository institu- 
tions, an alternative to securitization and other funding options. For the banking 
system, covered bonds provide a funding source that is longer-term and more stable, 
and potentially less expensive than currently available alternatives, and may also 
require less collateral or accommodate broader types of collateral than current op- 
tions. Because the bank retains the credit risk on the collateral for a covered bond, 
it has a strong incentive to maintain prudent underwriting standards for those loan 
assets. The structure of risk associated with covered bonds also may attract types 
of investors that would not otherwise invest in general bank debt. 

Covered bonds are well-established in Europe as a means for facilitating mortgage 
financing. Many European jurisdictions have a public supervisor specifically dedi- 
cated to set uniform standards and regulate covered bonds. A statutory structure 



36 


for covered bonds in the U.S. would potentially remove one obstacle to growth of 
a U.S. covered-bond market. 

A. Comparison With Securitization 

Covered bonds differ from typical securitizations in ways that offer benefits and 
disadvantages. Investors may have more confidence in covered bonds because they 
are less complex and more transparent. ^ As noted above, covered bonds provide in- 
vestors dual recourse against the issuer and the cover pool, which is segregated and 
managed exclusively for the benefit of the covered bondholders. In contrast, 
securitizations in the past typically have heen off balance sheet transactions and 
provide investors fewer sources of repayment. 

The collateral underl3dng covered bonds is dynamic — underperforming or prepaid 
assets must be substituted with performing assets. Assets underlying securitizations 
are typically static, with the notable exception of credit cards. In the case of default, 
covered bonds are structured to avoid prepayment prior to maturity, whereas 
securitization investors are subject to prepayment risk in the event of a default on 
an asset held as collateral or prepayment of such assets. 

Covered-bond issuers typically have a longer-term interest in the performance of 
the assets underlying the cover pool than issuers in typical securitizations because 
of the bonds’ structure and dual recourse features. In addition, the cover pool typi- 
cally remains on the financial institution’s balance sheet, whereas the assets back- 
ing a securitization usually do not. This may give investors more confidence in cov- 
ered bonds because it creates an incentive for the institution issuing the covered 
bond to adhere to strong underwriting standards. This feature also may enhance the 
transparency of covered bonds because covered bonds are not structured into com- 
plex tranches. 

Covered bonds also permit issuers to lengthen the maturity profile of their liabil- 
ities by issuing bonds with long-dated maturities to support long-dated assets. This 
may enhance the ability of banks to avoid maturity mismatches in their assets and 
liabilities. But, compared to securitizations, an increased reliance on covered bonds 
also could increase maturity mismatch risks because of the difficulty in forecasting 
with certainty the actual maturity of many loan products. In contrast, for 
securitizations, banks can sell their longer term assets and avoid maturity mis- 
match risks associated with longer-dated mortgages and other similar assets. 

Because covered bonds remain on an institution’s balance sheet, the institution 
must hold more capital than in a typical securitization. Thus, capital requirements 
could constrain the growth of the covered-bond market. New accounting rules, up- 
coming changes in capital rules that may require higher levels of capital for assets 
held on a bank’s balance sheet, and the “skin-in-the-game” securitization provisions 
in the recent Dodd-Frank Wall Street Reform and Consumer Protection Act, which 
require forms of risk retention for securitizers of loans, are among the factors that 
may have an impact going forward on the relative advantages and disadvantages 
of covered bonds and securitization for financial institutions. 

B. Comparison With Other Funding Options 

Covered bonds also offer a potentially less expensive and more liquid funding 
source compared to senior, unsecured debt. 

In contrast to Federal Home Loan Bank (FHLB) advances, for example, covered 
bonds offer issuers access to a potentially wider investor pool. Financial institutions 
may issue covered bonds without becoming a member of a FHLB. Covered bonds 
could offer more attractive pricing, transparency, and lower collateral levels than 
some FHLB requirements. The amount, type, and quality of collateral pledged to 
covered-bond issuances also may provide institutions with additional options to ob- 
tain funding. The extent to which there are advantages will depend upon details of 
how the U.S. covered-bond program is implemented as well as other regulatory de- 
velopments mentioned above. 

Part II. Key Issues for the Framework of a Covered-Bond Program 

The U.S. does not have a specific statutory covered-bond framework, although var- 
ious legislative and regulatory efforts have emerged over the past few years, par- 
ticularly in response to recent years’ mortgage market turmoil. These proposals 
have included a variety of mechanisms for designing a U.S. covered-hond regime. 
The appeal of establishing a statutory covered-bond framework is to enable a sound 
and viable alternative funding option for financial institutions, which could enhance 
liquidity options and foster healthy competition in the funding markets. This needs 


^ Covered bonds have no credit risk trenching as is the case with securitizations. 



37 


to be done without compromising the safety and soundness of institutions partici- 
pating in covered-bond programs. 

That said, development of such a framework for a U.S. covered-bond program pre- 
sents complex issues for consideration by policy makers. The remainder of my testi- 
mony focuses on a set of key issues and explores considerations for how those issues 
could be addressed. 

A. Yfhat Entities Are Eligible Issuers? 

A threshold issue in designing a statutory covered-bond program is determining 
the type of entity eligible to issue covered bonds under the statutory program. Lim- 
iting eligible issuers to entities subject to supervision by Federal financial regulators 
has the advantage of dedicated financial supervisors that can monitor and control 
the growth of covered bonds, react to emerging market issues, and generally act to 
promote safe and sound covered-bond programs by their respective institutions. Ex- 
panding eligible issuers beyond such a group of federally supervised institutions, 
while expanding the number of issuers and volume of issuances, has the disadvan- 
tage of issuers not being subject to the same level of oversight. 

As provided for in recent legislative proposals, an “eligible issuer” could mean any 
insured depository institution or any subsidiary; any bank or savings and loan hold- 
ing company and any subsidiary; any nonbank financial company that is approved 
by the primary Federal financial regulator for the nonbank financial company; and 
any issuer that is sponsored by one or more eligible issuers for the sole purpose of 
issuing covered bonds on a pooled basis. Regarding the last category, a definition 
that recognizes the issuance of pooled covered bonds from appropriately regulated 
firms likely would provide greater access for regional and community banks to this 
market. 

B. What Agency or Ageneies Should Regulate Covered-Bond Issuers? 

Another key issue in designing a statutory covered-bond program is determining 
the agency or agencies appropriate to regulate the covered-bond issuers and pro- 
grams. One agency, multiple regulatory agencies, or the Department of the Treas- 
ury, are options that have been suggested at various times. Our suggestion is for 
the Federal financial regulators to be the covered-bond regulators for their respec- 
tive institutions, and to implement a single, uniform set of standards that are appli- 
cable to all covered-bond issuers. 

While having one designated U.S. covered-bond regulator has an advantage of in- 
herent uniformity with respect to all covered-bond issuers and programs, it has the 
disadvantage of not utilizing existing supervisory knowledge and expertise of cur- 
rent Federal financial regulators. Designation of a single covered-bond regulator, 
particularly depending on the agency chosen (or created), also might incrementally 
enhance a market misimpression of Government backing of the financial perform- 
ance of the covered bonds themselves. 

Designating an eligible issuer’s Federal financial regulator takes advantage of 
that regulator’s existing knowledge of an institution’s operations. It would also be 
consistent with the current regulatory approach which provides financial regulatory 
agencies with responsibility for supervising covered-bond programs by institutions 
under their jurisdiction. 

Recent legislative proposals have taken this approach to structuring a U.S. cov- 
ered-bond framework, proposing that the covered-bond regulator be an eligible 
issuer’s Federal financial regulator. Thus, in the case of national banks and (going 
forward for Federal thrifts), the covered-bond regulator would be the OCC. For 
State-chartered, nonmember banks and State-chartered thrifts, it would be the 
FDIC; for State-chartered member banks, the Federal Reserve Board, and for any 
other issuers, it would be the Securities and Exchange Commission (SEC). 

Under this framework, as discussed further in Section D below, the designated 
covered-bond regulators would jointly issue a uniform set of regulations establishing 
a covered-bond regulatory regime. The statutory framework could provide the cov- 
ered-bond regulators with authority to approve covered-bond programs of their re- 
spective institutions, require the regulators to maintain a public registry of ap- 
proved programs, and authorize an appropriate funding mechanism for the regu- 
lators’ oversight of the programs. 

In determining the parameters of the programs, the regulators could jointly estab- 
lish reasonable and objective standards for the covered-bond programs, including eli- 
gibility standards for eligible assets, and other criteria as determined necessary. 
These considerations are discussed in more detail in Section D below. 

C. What Types of Assets Are Eligible for Covered Bonds? 

Another important component of a statutory covered-bond program is the types 
of assets eligible to collateralize the covered bonds. Typically, in Europe, covered 



38 


bonds are associated with high quality assets comprised of residential or commercial 
mortgage loans and public-sector debt. While some have advocated a broad statutory 
spectrum of U.S. asset types, including credit card, student, small business, and 
auto loans, more recent proposals have tended to narrow the eligible asset classes. 

One approach to the question of asset eligibility would be to start with a relatively 
conservative scope. Thus, for example, policy makers could decide to have the statu- 
tory framework initially authorize certain asset classes that typically have more ho- 
mogeneous product terms and credit risk profiles {e.g., residential mortgages). Au- 
thorization also could be provided for the covered-bond regulators to expand the eli- 
gible classes going forward on an incremental basis as more experience is gained 
with covered-bond programs and after careful review of relevant considerations. 
Asset classes with similar characteristics, e.g., credit cards, would be logical first 
candidates for expansion. 

D. What Standards Are Applicable to Issuances of Covered Bonds? 

The question of standards applicable to covered bonds and covered-bond issuers 
has two facets: How are those standards set and what should the standards ad- 
dress? 

For policy makers, determining the standards to be prescribed in the statutory 
framework versus those to be left to regulatory rulemaking involves a balance of fac- 
tors. Providing detailed standards by statute offers the legal certainty of having the 
standards set by law, but has the disadvantage of less flexibility for needed changes 
as covered bonds evolve and regulators ascertain strengths and weaknesses in cov- 
ered-bond programs and with issuers. Also, different standards may be appropriate 
for different asset classes. For those reasons, policy makers may wish to direct cov- 
ered-bond regulators to adopt standards to address particular key areas. 

As noted in Section B above, while we suggest that Federal financial regulators 
are best situated to serve as the covered-bond regulators for the institutions subject 
to their jurisdiction, we strongly believe that those regulators should implement a 
common set of rules. Thus, the regulators could be charged with designing the de- 
tailed rules that govern covered-bond programs, including any key areas that legis- 
lation specifically requires them to address. In order to avoid the risk of interagency 
gridlock, however, we also suggest that some mechanism be specified to ensure that 
rules are issued on a timely basis. One option that was considered in a recent legis- 
lative proposal was to provide by statute that the Treasury Department would issue 
the required rules if the covered-bond regulators failed to jointly adopt rules within 
a prescribed time. 

Various types of standards could be embodied in a covered-bond regulatory frame- 
work. For example, all covered bonds, by asset class, should have minimum eligi- 
bility criteria setting asset quality standards to promote the inclusion of high qual- 
ity assets in the cover pool. Most European jurisdictions prescribe asset quality cri- 
teria for the assets subject to the statutory covered-bond program. Those standards 
in the U.S. could be set by statute or by the covered-bond regulators through rule- 
making. Given the likely detail involved, regulatory standards seem preferable. 

It is also important to recognize that there are implications if a depository institu- 
tion begins to use covered bonds extensively as a funding vehicle, as the institution 
may have an incentive to pledge stronger credit quality assets for collateral, thus 
giving investors the priority claim on the institution’s best assets and leaving the 
institution, its shareholders, and ultimately, in the case of insolvency, the FDIC, 
with weaker quality assets. From this standpoint, regulatory or supervisory stand- 
ards may be needed to address risk management issues similar to other funding ve- 
hicles, including an issuer bank’s overall liquidity risk management framework and 
maintaining covered-bond programs in a manner consistent with safe and sound 
banking practices. 

Covered-bond regulators also should have the authority to impose a cap on the 
percentage of particular asset types that issuing institutions could use for the cov- 
ered-bond program. An issuer’s total covered-bond obligations as a percentage of the 
issuer’s total liabilities also could be limited. Unrestricted growth in covered bonds 
could excessively increase the proportion of secured liabilities to unsecured liabil- 
ities at an institution, and thus present issues in the event the issuer becomes insol- 
vent. As noted above, if the issuer is a depository institution, this creates concerns, 
notably with respect to potential losses to the Deposit Insurance Fund. 

Another important standard is a designated minimum amount of 
overcollateralization. Typically the collateral for covered bonds has a market value 
in excess of the face amount of the covered bonds that it backs, i.e., 
overcollateralization. Having sufficient overcollateralization helps to preserve the 
value of the covered bondholders’ claims in the event of issuer distress, and the ex- 



39 


tent of overcollateralization should also affect the rate the covered-bond issuer must 
pay to investors. 

Covered-bond legislation could authorize the covered-bond regulators to establish 
minimum overcollateralization requirements for covered bonds backed by different 
eligible asset classes. As a related standard, legislation also could set forth a frame- 
work requiring each cover pool to satisfy an asset coverage test that assesses wheth- 
er the minimum overcollateralization requirements are met, and obligates the issuer 
and an independent “Asset Monitor” to confirm on a periodic basis whether the 
asset coverage test is satisfied. 

Legislation also could authorize covered-bond regulators to establish certain types 
of standards viewed as the most necessary and prudent to start with, and then au- 
thorize regulators to adopt additional standards deemed appropriate for particular 
asset classes. This approach would permit covered-bond regulators to revise stand- 
ards as more experience is gained with covered-bond programs and regulators ob- 
tain a fuller understanding of the relevant considerations. 

E. What Are the Consequences of a Default of a Covered-Bond Issuance or Failure 
of a Covered-Bond Issuer? 

A critical component in designing a U.S. statutory covered-bond program is deter- 
mining the consequences of a default of a covered-bond issuance or the failure of 
a covered-bond issuer. A key advantage typically associated with covered bonds in 
Europe is their continuing nature despite a default on the issuance or the insolvency 
of the issuing institution. Under European special law-based frameworks, usually 
there is a specific legal framework superseding the general insolvency law of the 
country. The general premise is that if an issuing institution of covered bonds be- 
comes insolvent (or goes into bankruptcy), the cover pool is segregated and held for 
the benefit of the covered bondholders. The covered bonds do not automatically ac- 
celerate when the credit institution goes insolvent, and the rights of the bondholders 
are protected. 

Without a U.S. legal framework addressing the operation and management of the 
cover pool in the event of a default or insolvency, U.S. covered bonds will continue 
to lack predictability and clarity compared to other jurisdictions. 

From a general standpoint, there are two distinct situations to be addressed: (1) 
a default on the covered-bond issuance before the issuer enters conservatorship, re- 
ceivership, liquidation, or bankruptcy; and (2) the insolvency of the issuer institu- 
tion. When considering the default of a covered-bond issuance, “default” should be 
clearly defined for this purpose, and also should clearly address what will happen 
to the cover pool and the rights of the covered bondholders if a default occurs. 

One legislative approach is to define the term “uncured default” to mean a default 
on the covered bond that has not been cured within the time required by the trans- 
action documents related to the covered bond. In that situation, a separate estate 
will automatically be created by operation of law and will exist and be administered 
separately from the issuing institution. The separate estate is comprised of the ap- 
plicable cover pool and assumes liability for the covered bonds and any related obli- 
gations secured by that cover pool. Consideration also might be given to authorizing 
the covered-bond regulators to establish minimum time periods for an “uncured de- 
fault” in order to avoid “hair trigger” defaults. 

Another area for consideration is statutory provisions addressing the preservation 
of deficiency claims against the issuer; the creation of a residual interest that rep- 
resents the right to any surplus from the cover pool; and the obligation of the issuer 
to transfer applicable books, records, files, and other documents to the covered-bond 
regulator or another designee. Consideration also should be given to provisions that 
provide that the covered-bond regulator may elect for an issuer to continue servicing 
the cover pool for some reasonable and operationally practical period of time. 

The second situation to be addressed is the potential for insolvency of the covered- 
bond issuing institution, and if the issuer is an insured depository institution, the 
FDIC’s statutory role as conservator or receiver. Again here it is important to clarify 
and address what would happen to the cover pool and the rights of the bondholders. 

Similar to the default situation approach, a statutory framework could create a 
separate estate for the covered-bond program similar to those in certain European 
jurisdictions. A recent legislative proposal creates a structure with the following 
general components when the FDIC is appointed as conservator or receiver for an 
insolvent issuer: 

• Creation of a separate estate and provision to the FDIC of an exclusive right 
for 180 days to transfer the issuer’s covered-bond program to another eligible 
issuer. 
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• A requirement that the FDIC as conservator or receiver, during the 180-day pe- 
riod, perform all monetary and nonmonetary obligations of the issuer until the 
FDIC completes the transfer of the covered-bond program, the FDIC elects to 
repudiate its continuing obligations to perform, or the FDIC fails to cure a de- 
fault (other than the issuer’s conservatorship or receivership). 

If the FDIC as conservator or receiver, does not timely effect a transfer of the cov- 
ered-bond program to another eligible issuer, repudiates its continuing obligations 
to perform, or fails to cure a default, then the statutory framework could provide 
for the automatic creation of a separate estate and attendant responsibilities, along 
the lines previously described. 

A comprehensive approach for covered bonds that reflects a consistent and pre- 
dictable process across the Federal financial regulators would serve to provide cer- 
tainty and predictability to investors and the marketplace in cases of default. This 
type of framework would require the covered-bond regulator to act as or appoint a 
trustee of the separate estate and to appoint and oversee a servicer or administrator 
for the cover pool held by the estate. Given the nature of the events triggering this 
aspect of the covered band framework, litigation by unhappy private parties could 
attempt to draw in the covered-bond regulator. We therefore urge consideration of 
limitations on actions against, and recognition of sovereign immunity for, the cov- 
ered-bond regulator acting in its statutorily designated capacities. 

A further specific issue for policy makers is the appropriate treatment of any ex- 
cess amounts from the cover pool once the covered bondholders have been paid in 
full. For example, a recent approach proposed that a residual interest would be cre- 
ated in the estate that represented the right to any surplus from the cover pool after 
the covered bonds and all other liabilities of the estate had been paid in full. The 
issue here is whether the FDIC, or the covered bondholders, receives the excess col- 
lateral. 

F. What Securities Disclosure Requirements Should Apply to Covered Bonds'^ 

The securities disclosure requirements applicable to covered bonds is the final 
issue I will highlight in this written statement. Requiring meaningful disclosures 
and making detailed information available about assets in a cover pool is essential 
to provide consistency and transparency across covered-bond issuances. Required 
disclosures, along with appropriate reporting, by different issuers should be stand- 
ardized to permit comparison of current information by investors. This transparency 
and consistency are fundamental to the structure and discipline of covered-bond pro- 
grams. 

To assure these goals, covered-bond legislation could direct the covered-bond regu- 
lators to adopt uniform disclosure and reporting standards for banks and other 
issuers. Those standards should cover a number of important areas. For example, 
covered-bond issuers could be required to provide investors detailed information 
about the cover pool at the time of issuance and on a periodic {e.g., monthly) basis 
thereafter. The issuer could be required to provide updated cover pool information, 
for instance, if more than 10 percent of the cover pool is substituted within a month, 
or more than 20 percent within a quarter. Issuers also could be required to provide 
investors the results of monthly Asset Coverage Tests, which typically should vali- 
date collateral quality and the proper level of overcollateralization. Similarly, the re- 
sults of any reviews by an Asset Monitor could be made available to investors, as 
well as any other relevant material information. 

The SEC’s disclosure requirements for asset-backed securities (ABS) under Regu- 
lation AB provide a useful starting point for developing disclosure and reporting re- 
quirements for covered-bond programs. However, because covered bonds do not 
present the same structural complexities generally possible with ABS, it is probably 
more appropriate to select from, rather than duplicate, the disclosure requirements 
of Regulation AB in the case of covered bonds. ^ Thus, it would be important for pol- 
icy makers to clarify that covered bonds are not “asset-backed securities” for such 
purposes, and to the extent necessary should address the application of the Federal 
securities laws to any U.S. covered-bond program. 

Conclusion 

We are encouraged by the continuing interest in establishing a statutory structure 
for covered bonds in the U.S. Such a step, prudently structured and implemented, 
holds promise as an additional, complementary funding source for financial institu- 


^ Covered bonds issued by banks do not appear to fall within the definition of an asset-backed 
security under the Federal securities law. However, legislation clarifying that covered bonds are 
not asset-backed securities could provide certainty conducive to the development of covered-hond 
markets. 
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tions, and a catalyst for sound competition among the financial product funding al- 
ternatives available in the U.S. A complex combination of factors will determine the 
extent to which these goals are achieved. 

I appreciate the opportunity to appear before the Committee today, and I would 
be happy to answer any questions. Thank you. 


PREPARED STATEMENT OF MICHAEL H. KRIMMINGER 

Deputy to the Chairman, Federal Deposit Insurance Corporation 
September 15, 2010 

Chairman Dodd, Ranking Member Shelby, and Members of the Committee, on be- 
half of the Federal Deposit Insurance Corporation (FDIC), thank you for the oppor- 
tunity to testify on the re^latory and legislative issues posed by covered bonds. The 
FDIC has long worked with the financial industry to establish a sound foundation 
for a vibrant covered-bond market that will provide U.S. banks with an additional 
source of liquidity. These efforts include working with the first U.S. banks to issue 
covered bonds in 2006 and the FDIC’s adoption of a Statement of Policy in mid-2008 
to clarify key issues related to deposit insurance and bank resolutions. With this 
background, we hope our views on the covered-bond market may be helpful for the 
Committee. 

The FDIC supports balanced legislation to create a sound foundation for covered 
bonds that also promotes market discipline and protects the Deposit Insurance Fund 
(DIF). In order to meet these goals, we believe that there are three key principles 
that should be followed. First, the rights and responsibilities of investors, issuers, 
and regulators should be clearly defined. Second, the investment risks to covered- 
bond investors should not be transferred to the public sector or to the DIF. Third, 
the legislative framework should be consistent with long-standing U.S. law and pol- 
icy, and not unduly impair the interests of depositors and other creditors. 

While the FDiC’s existing Statement of Policy provides a sound foundation, a 
properly designed legislative and regulatory framework could further facilitate de- 
velopment of a vibrant covered-bond market. In doing so, however, it is important 
to not create a new class of investments that appears “risk-free” by providing inves- 
tors with protections unavailable for any other investment. We have already seen 
the consequences when risks are mispriced in the market. Most importantly, the 
risks should not be transferred, implicitly or explicitly, to the Government or the 
DIF. While covered bonds can be a valuable tool to provide liquidity, they do carry 
risks that should be considered in fashioning any final legislation. 

Our testimony will discuss the FDiC’s July 28, 2008, “Policy Statement on Cov- 
ered Bonds”, provide background on covered bonds and their potential role in the 
financial marketplace, and address the proposed legislation recently adopted by the 
House Financial Services Committee, H.R. 5823, the “United States Covered Bond 
Act of 2010.” 

The FDiC’s Existing Policy on Covered Bonds 

Before the crisis, the FDIC worked closely with Washington Mutual Bank and 
Bank of America when they launched the first U.S. covered-bond programs in 2006. 
As a result of our efforts, the banks were able to issue covered bonds at a competi- 
tive price. The 2008 Statement of Policy later adopted by the FDiC’s Board of Direc- 
tors addressed questions from the marketplace about how covered bonds would be 
treated in the receivership of an issuing bank. The market’s reaction to this State- 
ment was very positive and most commentators stated that it provided a solid foun- 
dation for the covered-bond market. Shortly after the adoption of the Statement of 
Policy, the Department of the Treasury issued a companion document entitled “Best 
Practices for Residential Covered Bonds” to establish greater clarity and homo- 
geneity for the market so that investors would have confidence in future issuances. 
The FDIC worked with the Treasury Department in developing the Best Practices 
to create a coordinated framework for the responsible and measured roll-out and 
further development of covered bonds in the U.S. Unfortunately, the financial crisis 
disrupted all forms of structured finance. Even during the crisis, however, the FDIC 
was able to sell Washington Mutual’s covered-bond program intact to JPMorgan 
Chase Bank in a failed bank resolution — demonstrating the effectiveness of the 
process outlined in our Statement of Policy. 

Given the FDiC’s existing Statement of Policy, the Treasury Department’s com- 
panion Best Practices, and the prior successful covered-bond programs developed in 
cooperation with the FDIC, it is unclear that legislation is necessary to relaunch the 
market. At a minimum, the FDIC suggests that its Statement of Policy should be 
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considered as a framework for any legislation in order to provide a sound, balanced 
foundation for the market. 

Covered Bonds in Context 

Covered bonds are general obligation bonds of the issuer, normally an insured 
bank or thrift, with payment secured by a pledge of a pool of loans. During normal 
operations, like any general obligation corporate bond, investors are paid from the 
issuing bank’s general cash flows, while the cover pool of loans serves simply as col- 
lateral for the bank’s duty to pay the investors. As a result, both functionally and 
legally, the cover pool is not the source for repayment as in a securitization, but 
is simply collateral to secure payment if the issuing bank cannot make pa 3 mient 
from its general cash flows. 

Another distinction between covered bonds and most securitizations further dem- 
onstrates that the cover pools function as collateral and not as sources of payment 
when covered bonds are not in default. In a covered bond, any loans and other as- 
sets in the cover pool that become delinquent must be replaced with performing as- 
sets. As a result, the collateral for the covered hond is constantly refreshed — and 
imposes an ongoing obligation on the issuing bank to produce new loans or other 
qualifying collateral to replace delinquencies. Finally, the issuer must always main- 
tain more collateral in the cover pool than the outstanding notional or “face” balance 
of the outstanding bonds. If the issuing hank fails to pay on the covered bond, then 
the investors have recourse to the cover pool as secured creditors. This is precisely 
how normal collateral arrangements work in other secured transactions. 

Under the long-standing tj.S. law applied to all types of secured transactions, se- 
cured creditors have a claim to the collateral — here the loans or other assets pledged 
to secure payment on the covered hond — only to the full amount of their claim for 
payment at the time of any default. They do not have a claim to any part of the 
value of the collateral that exceeds their current claim for pajmient. Any collateral 
or proceeds in excess of that claim for payment are returned to the debtor or, if it 
has been placed into bankruptcy or receivership, are used to pay the claims of unse- 
cured creditors. If, on the other hand, the secured creditor’s claims are greater than 
the value of the collateral, the creditor will have a secured claim up to the value 
of the collateral and an unsecured, general claim for the remaining balance along 
with other unsecured creditors. 

The same rules apply in FDIC receiverships. Secured creditors are fully protected 
under Section ll(e)(12) of the Federal Deposit Insurance Act (FDI Act) for the 
amount of their claim up to the value of the collateral. As a result, covered bonds 
provide two avenues for recovery — from the issuing bank and from the cover pool 
of collateral. What they do not have, under U.S. law, is a right to keep collateral 
in excess of their right to payment. 

Legislation To Address Covered Bonds 

As mentioned at the outset, the FDIC supports balanced covered-bond legislation. 
We believe this legislation should embody three key principles. First, it should clar- 
ify the rights and responsibilities of investors, issuers, and regulators. Second, it 
should ensure that investment risks are not be transferred to the public sector or 
to the DIF. Third, it should remain consistent with long-standing U.S. law and pol- 
icy for secured creditors. Unfortunately, H.R. 5823 would muddy the relationship be- 
tween investors and regulators, transfer some of the investment risks to the public 
sector and the DIF, and provide covered-bond investors with rights that no other 
creditors have in a bank receivership. As a result, this legislation could lead to in- 
creased losses in failed banks that have issued covered bonds. 

Clarifying Rights and Responsibilities — To clarify the respective roles of investors, 
issuers, and regulators, we suggest that any legislation establish a regulatory 
framework for the appropriate Federal regulators to jointly establish standards for 
covered-bond issuances by regulated institutions. One existing forum for setting 
such joint standards is the Federal Financial Institutions Examination Council, 
which includes the Federal regulators and a representative from the Conference of 
State Bank Supervisors. H.R. 5823 provides an alternative approach — by making 
the Federal prudential regulators the covered-bond regulators — which could also be 
workable. 

The resulting standards, like the FDIC’s Statement of Policy, should address the 
key elements in covered-bond transactions and the safety and soundness issues that 
can be implicated by a bank’s use of covered bonds. The standards should address 
the types of collateral, underwriting standards, required over-collateralization, fre- 
quency and content of reports on collateral and satisfaction of required 
overcollateralization, disclosure standards for performance of underlying loans or as- 
sets, and the rights of the investors in the event of default. As discussed in greater 



43 


detail later, a particularly important element in clarification of investors’ rights is 
the treatment of the covered bonds if the issuer defaults on its payments under the 
bonds. This is both critical to the investor and to the relative balance of risks re- 
tained by the investor or transferred to other parties. 

The standards setters for covered bonds should have discretion in expanding the 
use of covered bonds and categories of cover pool assets as sustainable markets de- 
velop and the liquidity of the instruments increases. The gradual expansion of cover 
pool categories is essential to ensure the quality of covered bonds and of the assets 
in the cover pools. 

Unfortunately, H.R. 5823 appears to go beyond setting standards to provide for 
detailed oversight of the covered-hond program for the benefit of the investors. This 
shift of the focus of Federal regulation towards protection of the investment interest 
of specific investors raises significant questions about the proper role of Federal reg- 
ulation for individual investment programs. It must be made clear that the Federal 
regulators are not guarantors of performance by the issuing banks and are not re- 
sponsible for ensuring that the banks do not breach any of the standards. The Fed- 
eral Government should not determine the roles, responsibilities, or quality of per- 
formance of the issuers or be perceived as protecting the investment interests of spe- 
cific investors. These are issues best resolved by private contracts based on trans- 
parent disclosures about the operations of covered-bond programs. It is important 
that the federal government is not viewed in any way as a guarantor of performance 
under the covered bonds. Performance should be a matter of private contract. 

In addition, H.R. 5823 would also make the Federal prudential regulators the ap- 
pointing and supervising authority of trustees that would operate the separate es- 
tates of the covered bonds. This level of Government entanglement in what are pri- 
vate contractual matters could lead to an implied guarantee of covered bonds. An 
implied guarantee of covered bonds would put covered bonds on a near par with the 
Government sponsored enterprises — a status that should not be granted without 
strong policy reasons because of the risk that status represents for taxpayers. 

Legislation Should Not Increase the Potential Loss to the DIF — Intimately related 
to the foregoing principle is the key issue for the FDIC — new covered-bond legisla- 
tion should not limit the FDIC’s ability to recover the losses the DIF incurs in re- 
solving a failed bank. To protect the DIF, any covered-bond legislation must pre- 
serve the flexibility that current law provides to the FDIC in resolving failed 
banks — including the options of continuing to perform under the covered-bond pro- 
gram pending a sale of the program to another bank, turn-over of the collateral to 
the investors, and repudiation — a statutory termination of the contracts — of the cov- 
ered bond obligation. 

Because there is sometimes confusion concerning the FDIC’s power to repudiate, 
it requires some explanation. Repudiation is the ability of the FDIC to terminate 
(or breach) a contract and then pay statutorily defined damages to the other parties. 
In the case of covered bonds, repudiation allows the FDIC, as receiver for the failed 
issuer, to cut-off future claims and end the obligation to replenish the cover pool 
with new assets. Under the FDI Act, the FDIC will then pay damages to com- 
pensate the covered-bond investors. 

covered-bond investors, as noted above, are secured creditors of the bank. The 
amount of their claim is defined by the balance or par value of outstanding bonds 
plus interest. The FDIC would support covered-bond legislation that clarifies the 
amount of repudiation damages to he the par value of outstanding bonds plus inter- 
est accrued through the date of payment. This provides a remedy that fully reim- 
burses the covered-bond investors. In return, as in any other repudiation, the FDIC 
as receiver would be entitled to reclaim the collateral in the cover pool after pay- 
ment of those damages. The FDIC could then sell this collateral and use the pro- 
ceeds to pay part of the claims of the DIF (which has a claim after meeting its in- 
surance obligation for insured deposits), uninsured depositors, and other creditors 
of the failed bank. 

If the FDIC does not repudiate a covered bond, it should have the authority to 
continue to perform under the covered bond until it can sell the program to another 
bank. This would not expose the investors to any loss, by definition, since the FDIC 
would meet all requirements of the covered-bond program, including replenishment 
of the cover pool and meeting the overcollateralization requirement. As long as the 
FDIC is performing under a covered-hond agreement, covered-bond legislation 
should not limit the time in which the FDIC has to decide how best to proceed. 

Any legislation that fails to preserve these important receivership authorities 
makes the FDIC the de facto guarantor of covered bonds and the de facto insurer 
of covered-bond investors. Unfortunately, H.R. 5823 would expose the DIF to addi- 
tional losses by restricting the FDIC’s ability to meiximize recoveries on failed bank 
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operations and assets. This is contra^ to a long-standing Congressional goal of pre- 
serving the DIF to help maintain confidence in the U.S. banking system. 

Over the past several decades, Congress has revised the laws governing the reso- 
lution of failed banks on several occasions. However, two of those revisions are cru- 
cial to today’s discussion. First, Congress required the FDIC to use the “least costly” 
transaction for resolving insured depository institutions. Second, Congress created 
depositor preference, which gives depositors a priority among unsecured creditors. 
Both reforms were designed to reduce losses to the DIF. 

Unfortunately, H.R. 5823 would restrict the FDIC’s current receivership authori- 
ties used to maximize the value of the failed bank’s covered bonds. The bill leaves 
the FDIC with only two options: continue to perform until the covered-bond program 
is transferred to another institution within a certain timeframe; or hand over the 
collateral to a separate trustee for the covered-bond estate, in return for a residual 
certificate of questionable value. The FDIC would not have the authority — which it 
can use for any other asset class — to repudiate covered bonds, pay repudiation dam- 
ages and take control of the collateral. This restriction would impair the FDIC’s 
ability to accomplish the “least costly” resolution and could increase losses to the 
DIF by providing covered-bond investors with a superpriority that exceeds that pro- 
vided to other secured creditors. These increased losses to the DIF would be borne 
by all of the more than 8,000 FDIC-insured institutions, whether or not they issued 
covered bonds. 

Limiting the time in which the FDIC could market a covered-bond program to 
other banks will constrain the FDIC’s ability to achieve maximum value for a pro- 
gram through such a transfer. Similarly, preventing the FDIC from using its normal 
repudiation power will prevent the FDIC from recapturing the overcollateralization 
in the covered-bond program. The “residual certificate” proposed in H.R. 5823 is 
likely to be virtually valueless. More importantly, the legislation would provide the 
investors with control over the collateral until the term of the program ends, even 
though the FDIC (and any party obligated on a secured debt) normally has the abil- 
ity to recover overcollateralization by paying the amount of the claims and recov- 
ering the collateral free of all liens. Providing the FDIC a residual certificate instead 
of the ability to liquidate the collateral itself would reduce the value to the receiver- 
ship estate and would not result in the least costly resolution. 

So long as investors are paid the full principal amount of the covered bonds and 
interest to the date of payment, there is no policy reason to protect investment re- 
turns of covered-bond investors through an indirect subsidy from the DIF. However, 
some market participants have argued that continuing to allow the receiver to exer- 
cise its statutory repudiation authority would reduce investors’ interest in U.S. cov- 
ered bonds due to the reinvestment risks. This argument misses the mark both from 
the perspectives of equitable risk allocations and real financial risk. 

As discussed earlier, if there is reinvestment risk, it should be borne by private 
investors, not the public sector, other creditors, or the DIF. Covered-bond investors 
should receive full payment for the face value of their bonds plus interest. However, 
they should not be guaranteed control of the cover pool where it vastly exceeds the 
actual amount of their claims. In addition, there is no real financial risk if the FDIC 
repudiates the covered-bond transaction, pays the full value of the outstanding 
bonds, plus interest, and takes control of the cover pool. If that happens, it simply 
means that the investors’ trustee has a pot of money to reinvest into a guaranteed 
investment contract — like an annuity — to continue to pay investors the steady 
stream of bond payments which they are seeking. 

The financial returns for the investors will not be different, in any meaningful 
way, from the return they could expect if they had been able to seize control of the 
cover pool as H.R. 5823 allows. The reason is that, once seized, the cover pool be- 
comes a static pool with no new loans entering, but with delinquent and paid-off 
loans exiting. Like a static securitization pool, it will be a diminishing pool of collat- 
eral as these loans exit. In addition, like other pass-through investment vehicles, 
the amount of cash generated in any period can be highly variable because of delin- 
quent or missed payments, prepayments, and payoffs. A mismatch will occur be- 
tween the bond payment obligations and the remaining cash flows of the cover pool. 
This mismatch would result in early prepayment of the covered bonds to maintain 
parity. To the extent investors put in place contingent liquidity and/or credit sup- 
port mechanisms to reduce the asset/liability mismatch, they also reduce the inter- 
nal rate of return on the covered bonds or increase the cost of issuance to the finan- 
cial institution. There would also be administrative or management fees associated 
with the management of the pool. Finally, investors of a static pool pass-through 
would be subject to default risk, which would be eliminated by the payment in full 
of the covered bonds. The net economic consequences of the early redemption of the 
covered bonds would be roughly equivalent to the cost of managing the assets to 
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the covered-bond’s maturity. However, by giving the FDIC the option to redeem the 
covered bonds, this cost would not be subsidized by the DIF. 

The protections to the insurance fund, depositors and the flexibility afforded the 
FDIC as receiver of a failed depository institution has become a standard that other 
countries want to emulate. The flexibility that Congress afforded the FDIC permits 
us to respond to market conditions at the time of insolvency and to achieve bank 
resolutions that protect insured depositors at the least cost to the DIF. This is an 
important public policy that we believe has served the Nation well and should be 
maintained. 

Legislation Should Not Create a “Super-Priority” for Covered-Bond Investors — 
Under U.S. law, secured creditors are entitled to payment of their claims before un- 
secured creditors up to the lesser of the full amount of their claim or the value of 
the collateral. We should avoid upsetting this settled principle of law — which is en- 
shrined both in State commercial law under the Uniform Commercial Code and in 
Federal and State insolvency law in the Bankruptcy Code and the FDI Act, among 
other statutes. 

Covered bonds do offer some advantages over securitization towards improved un- 
derwriting. The potential for improved alignment of the bank’s incentives toward 
better quality underwriting is a consequence of the loans remaining on the bank’s 
balance sheet, the duty to replace any delinquent loans in the cover pool, and hold- 
ing capital for the loans in the pool. However, these advantages come at a cost. The 
obligation to replace delinquent loans means that there is a continuing demand for 
new originations, which can act as a liquidity drain if delinquencies increase. This 
also means that, as poorer loans are taken out of the cover pool, the remaining bal- 
ance sheet will consist of more and more delinquent loans. In a receivership, this 
can lead to greater losses to the DIF — particularly if the FDIC’s options to sell the 
covered-bond transaction are restricted. 

Clearly, strong origination standards will continue to be required. The potential 
stress on issuing banks is illustrated by Washington Mutual Bank, which had to in- 
crease the cover pool to almost 150 percent overcollateralization in a failed effort 
to maintain high ratings for the transaction. This further exacerbated Washington 
Mutual’s asset and liquidity problems. 

This example also illustrates another important consideration in covered-bond leg- 
islation — investors should not be completely shielded from investment risk and their 
risk should not be transferred to the public sector or to the DIF. If, as under H.R. 
5823, the investors can seize the entire cover pool for the duration of the covered 
bonds irrespective of the degree of overcollateralization, it will provide a strong in- 
centive for investors to maximize the overcollateralization. Naturally, this will in- 
crease pressure on the issuing bank during periods of stress. The ability of investors 
to seize the entire cover pool will also further reduce the loan assets available for 
sale by the FDIC in any receivership. If creditors of covered bonds are shielded from 
all risks, there is a strong possibility that covered bonds could lead to a mispricing 
of risk and distortions in the market, imperiling banks in the future. On the other 
hand, if the long-standing treatment of secured creditors is maintained — which 
would allow the FDIC to pay the outstanding principal and interest on the bonds 
and recover the overcollateralization — there will be very limited incentive for the 
creditors to demand increasing levels of collateral as a bank becomes troubled. 

The super-priority given covered-bond investors by H.R. 5823 also runs against 
the policy direction established by Congress in recent legislation. In 2005, Congress 
enacted Section ll(e)(13)(C) of the FDI Act, which prohibits secured creditors from 
exercising any rights against any property of a failed insured depository institution 
(IDI) without the receiver’s consent for the first 90 days of a bank receivership. ^ 
This provision prevents secured creditors from taking and selling bank assets at fire 
sale prices to the detriment of the receiver and the DIF. More recently, section 215 
of the Dodd-Frank Wall Street Reform and Consumer Protection Act mandates a 
study to evaluate whether a potential haircut on secured creditors could improve 
market discipline and reduce cost to the taxpayers. This study was prompted by the 
recognized roles that the run on secured credit and the insatiable demand for more 
collateral had in the financial crisis of 2008. In contrast, the unprecedented protec- 


^The only exception to the stay in ll(e)(13)(C) is for qualified financial contracts (QFCs). This 
exemption is based on the fact that performance of the derivatives markets requires prompt 
transfer or closeout of derivatives positions, thereby reducing potentially negative systemic ef- 
fects of counterparty failures. Covered bonds do not meet the definitions as QFCs. Nonetheless, 
H.R. 5823 gives covered-bond investors a right to retain all collateral that not even secured par- 
ties with QFCs receive. 
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tion for one form of secured creditors — covered-bond investors — in H.R. 5823 runs 
counter to the policies underlying these provisions. 

A further concern created by H.R. 5823 is that it could encourage covered-bond 
transactions that include “triggers” for early termination or default before a bank 
is closed by the regulators. Under H.R. 5823, a separate estate, which removes the 
entire cover pool from the hank’s control, is created upon any event of default. Once 
created, the separate estate and all collateral in the cover pool would be outside the 
control of the FDIC, as receiver for the bank. The residual value of the pool, and 
all of the loans, would be outside the receivership and be lost for all other creditors 
of the failed hank. This additional special protection creates a strong incentive for 
covered-bond transactions to include a trigger that acts before the bank is placed 
into receivership. Since such a trigger would deprive the bank of the cash flows from 
the cover pool and signal to the market its imminent demise, the bank would almost 
inevitably suffer a liquidity failure. As a result, these early triggers represent an- 
other source of increased loss to the DIF. 

The FDIC has recommended that the receiver should have the authority to cure 
any defaults under the covered-bond transaction within 30 days of the appointment 
of the FDIC as conservator or receiver of an issuer. This would reduce the incentive 
for covered-bond investors to declare a default and take control of the cover pool in 
anticipation of an FDIC receivership. Providing the FDIC 30 days to cure a default 
would allow the FDIC to recapture the value of the overcollateralization in the pro- 
gram for receivership creditors, including uninsured depositors and the DIF. The 
FDIC would then have the same options to resolve the covered-bond transaction and 
maximize the value of this asset in the receivership. 

Conclusion 

The FDIC supports a vibrant covered-bond market that would increase liquidity 
to financial institutions and enable sustainable and robust asset origination. How- 
ever, any legislation should avoid promoting development of a covered-bond market 
by reducing market discipline and protection for the Deposit Insurance Fund (DIF). 
We believe the principles, described above, will ensure that covered bonds serve as 
a sustainable investment for bondholders and the financial system. We will continue 
to work with the Congress, other regulators and market participants on ways to cre- 
ate a sustainable covered-bond market in the U.S. 

Thank you for inviting me to appear at this hearing. I will be happy to answer 
any questions. 


PREPARED STATEMENT OF SCOTT A. STENGEL 

Partner, Orrick, Herrington and Sutcliffe LLP, on behalf of the U.S. Cov- 
ered Bond Council, Securities Industry, and Financial Markets Associa- 
tion 


September 15, 2010 

Chairman Dodd, Ranking Member Shelby, and Members of the Committee, I am 
grateful for your invitation to testify today on the crucial role that U.S. covered 
bonds can play in stabilizing our financial system and contributing to our economic 
recovery. 

I am a partner in the Washington, DC, office of Orrick, Herrington & Sutcliffe 
LLP and a member of the Steering Committee for the U.S. Covered Bond Council 
(the Council). The Council is a collaborative forum comprised of investors, issuers, 
dealers, and other participants in the covered-bond market, and we strive to develop 
policies and practices that harmonize the views of these different constituencies and 
that promote a vibrant market for U.S. covered bonds. ^ 

The precarious state of our Nation’s economy has become all too apparent. Weak- 
ness persists in the labor market, with almost 17 percent of Americans still unem- 
ployed or underemployed. More than half of small-business owners are experiencing 
cash flow issues and are expecting economic conditions to remain unfavorable for 
at least the next 6 months. Home prices in the United States have fallen 34 percent 
since their peak in 2006, and nearly one out of every four homeowners is under- 


^The U.S. Covered Bond Council is sponsored by The Securities Industry and Financial Mar- 
kets Association (SIFMA). SIFMA brings together the shared interests of hundreds of securities 
firms, banks, and asset managers. SIFMA’s mission is to develop policies and practices which 
strengthen financial markets and which encourage capital availability, job creation, and eco- 
nomic growth while building trust and confidence in the financial industry. SIFMA, with offices 
in New York and Washington, DC, is the U.S. regional member of the Global Financial Markets 
Association. For more information, please visit www.sifma.org. 
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water on a mortgage. The delinquency rate on loans backing commercial mortgage- 
backed securities has increased to a record 8.92 percent, even though more loans 
have been modified in 2010 than in the prior 2 years combined. In this volatile envi- 
ronment, credit remains relatively tight for both families and small businesses, pub- 
lic-sector resources are increasingly strained, and consumers are understandably 
cautious. 

In the Council’s view, sustained economic growth begins with a stable financial 
system. While the Dodd-Frank Act has supplied some important structural ele- 
ments, there remains a considerable need for long-term and cost-effective funding 
that is sourced from diverse parts of the private-sector capital markets and that can 
be translated into meaningful credit for households, small businesses, and the pub- 
lic sector. 

We believe that U.S. covered bonds are an untapped but proven resource that 
could be invaluable in meeting this need. We also believe that, with the success of 
a fragile economic recovery hanging in the balance, the time for U.S. covered bonds 
is now. 

Much has been written about U.S. covered bonds in the last year, and because 
not all of the commentary has been entirely accurate, I want to take just a moment 
to describe this financial tool. At its core, a covered bond is simply a form of high- 
grade senior debt that is issued by a regulated financial institution and that is se- 
cured — or “covered” — by a dynamic cover pool of financial assets which is contin- 
ually replenished. What distinguishes covered bonds from other secured debt is a 
legislatively or sometimes contractually prescribed process for managing (rather 
than immediately liquidating) the cover pool upon the issuer’s default or insolvency 
and continuing scheduled (rather than accelerated) payments on the covered bonds. 
Over the course of this product’s 240-year history, cover pools have included residen- 
tial mortgage loans, commercial mortgage loans, agricultural loans, ship loans, and 
public-sector loans, and in the Council’s view, loans for small businesses, students, 
automobile owners and lessors, and consumers using credit or charge cards also are 
appropriate. 

Covered bonds are an effective vehicle for infusing long-term liquidity into the fi- 
nancial system. With maturities that typically range from 2 to 10 years and that 
can extend out to 15 years or more, they provide a natural complement to the short- 
and medium-term funding that is available through the Federal Home Loan Banks 
and the securitization and repo markets. This kind of stable liquidity, moreover, al- 
lows banks to turn around and provide long-term credit to consumers, small busi- 
nesses, and governments without being vulnerable to sudden changes in interest 
rates or investor confidence. In addition, by using covered bonds to more closely 
match the maturities of their assets and liabilities, financial institutions are able 
to reduce refinancing risks that can have a destabilizing influence on the banking 
system more broadly. 

Covered bonds also represent a cost-efficient form of on-balance-sheet financing 
for financial institutions that, in turn, can reduce the cost of credit for families, 
small businesses, and the public sector. The importance of this cost efficiency cannot 
be overstated. Recent accounting changes and increased regulatory capital require- 
ments, as well as continued challenges in the securitization market, have made 
lending far more expensive. Spreads on long-term unsecured debt, moreover, are 
substantially wider than the short-term rates that have been pushed down to his- 
torically low levels by recent Government initiatives, and these long-term rates 
could move even higher as the Federal Government exits those initiatives and com- 
petes for funding to finance its own budget deficits. 

Another benefit of covered bonds is their separate and distinct investor base. 
These investors are providing liquidity that would not otherwise be made available 
through the unsecured-debt or securitization markets, and as a result, covered 
bonds enable financial institutions to add another source of funding rather than 
merely cannibalize their existing sources. Such diversification, not only in the kind 
but in the supply of liquidity, is crucial to reducing systemic risk and securing the 
financial system. With a growing shortage of fixed-income securities of the kind that 
appeal to rates investors, moreover, covered bonds are attracting as much interest 
as ever. 

Equally important, covered bonds deliver funding from the private-sector capital 
markets without any reliance on U.S. taxpayers for support. The ongoing debate 
about GSE reform is a stark reminder of how dependent some parts of the financial 
system remain on Government intervention. That kind of intervention not only ex- 
poses the taxpayers to risk but also creates dislocations in the market that inhibit 
the private-sector economy from generating a self-sustaining recovery. Covered 
bonds, which have demonstrated resilience even in distressed market conditions. 
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can serve as an important bridge from an economy that is limping along on Govern- 
ment support to one that is ahle to stand and thrive on its own. 

Two other features of covered bonds bear mention. First, in contrast to 
securitization, a financial institution issuing covered bonds continues to own the as- 
sets in the cover pool that are pledged as security. This creates 100 percent “skin 
in the game,” and as a result, incentives relating to underwriting, asset perform- 
ance, and loan modifications are strongly aligned. Second, the success of covered 
bonds is attributable in no small measure to their high degree of transparency and 
uniformity. As one of the most straightforward of financial products, covered bonds 
are a model of safe and sound banking practices. 

With covered bonds suppl 3 dng long-term and cost-efficient liquidity from a sepa- 
rate private-sector investor base, the Council believes that credit will more effec- 
tively flow to households, small businesses, and State and local governments. Be- 
cause covered bonds are ultimately constrained by the balance sheets of issuers, 
however, they cannot be called a silver bullet, and action still needs to be taken to 
resuscitate securitization and other parts of the financial markets. But, like some 
of the measures in the Dodd-Frank Act, covered bonds represent a critical first 
step — and one that, in this constrained credit environment, is urgently needed now. 

To function successfully, however, a U.S. covered-hond market must be deep and 
highly liquid. Covered bonds are viewed as a conservative and defensive investment, 
and just as with any other high-grade instrument, investors expect active bids, of- 
fers, and trades. Sporadic issuances, one-off transactions, cumbersome trading, and 
shallow supply and demand are incompatible with covered bonds. 

This need for a deep and liquid covered-bond market was recognized by the Treas- 
ury Department (Treasury) and the Federal Deposit Insurance Corporation (FDIC) 
in 2008 when they collaborated to issue, respectively. Best Practices for Residential 
Covered Bonds and a Final Covered Bond Policy Statement. Regulators and market 
participants alike hoped that, in the absence of a legislative framework, these regu- 
latory initiatives might serve as an adequate substitute and foster the growth of 
U.S. covered bonds. 

But, during the last 2 years, it has become apparent that regulatory guidance 
alone will not suffice. 

Covered bonds were originated and developed in Europe under legislative frame- 
works that require public supervision designed to protect covered bondholders, and 
this precedent has set market expectations. Today, almost 30 countries across the 
continent of Europe have adopted national legislation to govern covered bonds. 
These include Germany, France, the United Kingdom, the Netherlands, Spain, Italy, 
Russia, Denmark, Ireland, Portugal, the Czech Republic, the Slovak Republic, Aus- 
tria, Hungary, Slovenia, Switzerland, Luxembourg, Sweden, Finland, Norway, Po- 
land, Latvia, Lithuania, Ukraine, Romania, Bulgaria, Greece, Armenia, and Turkey. 
Even in Canada, where financial institutions have been able to actively tap the cov- 
ered-bond market because of more creditor-friendly insolvency laws and the unique 
nature of their cover pools, a legislative framework is being developed. 

Dedicated covered-bond legislation and public supervision, from the perspective of 
market participants, creates a degree of legal certainty that regulatory initiatives 
just cannot replicate. This kind of certainty is critical because the nature of covered 
bonds as a high-grade defensive investment with limited prepayment risk has no 
room for ambiguity on the rights and remedies available at law, especially in the 
event of the issuing institution’s insolvency. Investors will not dedicate funds to this 
market unless the legal regime is unequivocal and the risks can be identified and 
underwritten. 

To provide an example, if a U.S. depository institution were to issue covered 
bonds and later enter receivership under existing law, the FDIC has expressed the 
view that three options are available at its discretion: (1) the FDIC could continue 
to perform on the covered bonds according to their original terms, (2) the FDIC 
could repudiate the covered bonds or allow a default to occur, make a determination 
about the fair market value of the cover pool securing them, pay covered bond- 
holders an amount equal to the lesser of that fair market value and the outstanding 
principal amount of the covered bonds with interest accrued only to the date of its 
appointment as receiver, and retain the cover pool, or (3) the FDIC could repudiate 
the covered bonds or allow a default to occur, leave covered bondholders to exercise 
self-help remedies against the cover pool, and recover from them any proceeds in 
excess of the outstanding principal amount of the covered bonds with interest ac- 
crued only to the date of its appointment as receiver. Any of these three options 
would be exercised against the backdrop of a temporary automatic stay that would 
last for 90 days after the FDIC’s appointment as receiver or, at best under the Final 
Covered Bond Policy Statement, 10 business days after an uncured monetary de- 
fault (though not an uncured nonmonetary default). 
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In these circumstances, investors face a number of uncertainties: Which of the 
three options will the FDIC exercise? When will the FDIC make its choice? How will 
the FDIC calculate the fair market value of the cover pool, and how long will that 
process take? Will self-help remedies alone suffice, or will the FDIC instead need 
to be involved in releasing the cover pool? Will the FDIC challenge the method of 
liquidation used by the trustee for the covered bondholders? What will happen if the 
FDIC elects to perform for some period of time and then later repudiate, especially 
if the cover pool has deteriorated in the meantime? Legal uncertainties like these 
simply do not exist under the legislative frameworks found in Europe. 

Equally troubling to investors and other market participants is the fact that this 
optionality resides with the FDIC, which has a rather clear conflict of interest be- 
cause of its fiduciary duty to depositors and the deposit-insurance fund. The conflict 
was recently highlighted by the FDIC’s repeated calls for legislation that would 
force secured creditors like covered bondholders to take a haircut even if their 
claims are fully collateralized — a development which, to our knowledge, would be 
unprecedented in the history of credit. ^ 

Although this proposal was not adopted as part of the Dodd-Frank Act, the 
FDIC’s advocacy was sufficiently vigorous to prompt a wide-ranging study on the 
subject. 3 

Layered on top of these concerns is the obvious incompatibility of a forced accel- 
eration by the FDIC with the core nature of a covered bond. A sine qua non of cov- 
ered bonds is the use of collections and other proceeds from the cover pool to con- 
tinue making scheduled pa 3 unents after the issuer’s default or insolvency. If forced 
acceleration were possible, the instrument would no longer be a covered bond but 
instead would be just plain-vanilla secured debt. In addition, if the FDIC were to 
take the position that secured claims of investors are limited to the fair market 
value of the cover pool at a moment in time rather than to its cash flow value over 
time, forced acceleration would expose them to losses arising from short-term mar- 
ket volatility and liquidity risks that are not part of the economic bargain in the 
covered-bond market. 

For these reasons, the Council has concluded that a well-functioning market for 
U.S. covered bonds cannot develop without a legislative framework that stays true 
to the distinctive features of traditional covered bonds. Anything less would preclude 
issuing institutions — and ultimately consumers, small businesses, and the public 
sector — from realizing the cost efficiencies that make covered bonds worthwhile. 

We are confident, moreover, that such a framework could be constructed in a way 
to fully protect the interests of an issuer’s other creditors (including, in the case of 
a bank, the deposit-insurance fund) as well as any conservator, receiver, or bank- 
ruptcy trustee. Taking a bank receivership as an example once again, we would sup- 
port a period of up to 180 days for the FDIC to transfer an affected covered-bond 
program to another eligible issuer so long as all monetary and nonmonetary obliga- 
tions were performed during that time.^ If such a transfer turned out to be impos- 
sible or inadvisable and the covered-bond program were moved to a separate estate 
for administration, we believe that the receivership’s equity in that estate should 
take the form of a residual interest that the FDIC could sell or otherwise monetize 
immediately for the benefit of other creditors and the deposit-insurance fund. We 
also could support the holder of that equity interest being afforded consent rights 
over the selection of any servicer or administrator for the estate. 

The absence of a legislative framework for U.S. covered bonds is already coming 
at a cost. European and other non-U.S. issuers have been taking advantage of favor- 
able laws in their home countries and filling the vacuum. Thus far in 2010, over 
$18 billion in U.S.-dollar-covered bonds have been targeted to investors in the 
United States. With governments in Europe providing the requisite legal certainty 
for covered bonds issued by their domestic institutions, we fear that the pla 3 dng 


^See, e.g., Sheila C. Bair, Chairman, Federal Deposit Insurance Corporation, Statement on 
Establishing a Framework for Systemic Risk Regulation before the U.S. Senate Committee on 
Banking, Housing, and Urban Affairs (July 23, 2009); Sheila C. Bair, Chairman, Federal Deposit 
Insurance Corporation, Statement on Regulatory Perspectives on Financial Regulatory Reform 
Proposals before the U.S. House Committee on Financial Services (July 24, 2009); Sheila C. 
Bair, Chairman, Federal Deposit Insurance Corporation, Remarks to the International Institute 
of Finance (October 4, 2009); Sheila C. Bair, Chairman, Federal Deposit Insurance Corporation, 
Statement on Systemic Regulation, Prudential Measures, Resolution Authority, and 
Securitization before the U.S. House Committee on Financial Services (October 29, 2009). 

^See, Section 215 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (2010). 

^This would be consistent with the FDIC’s existing policy on the treatment of secured obliga- 
tions. See, Federal Deposit Insurance Corporation, Statement of Policy Regarding Treatment of 
Security Interests After Appointment of the Federal Deposit Insurance Corporation as Conser- 
vator or Receiver (March 23, 1993). 
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field could grow increasingly uneven in the fierce competition among banks for less 
expensive and more stable sources of funding. 

The cost of such an outcome, of course, will be born in the end by families, small 
businesses, and governments throughout the United States, especially those that 
are dependent on banks for their liquidity needs. When possible, the higher funding 
costs will be passed along to them; when not, credit will be denied altogether. Nei- 
ther result can be described as at all desirable. 

The Council, therefore, fully supports the kind of comprehensive covered-bond leg- 
islation that was proposed by Congressman Garrett and the other House conferees 
during the House-Senate conference on the Dodd-Frank Act. 

In particular, the Council endorses the following elements of a legislative frame- 
work for U.S. covered bonds: 

• Public Supervision by a Covered-Bond Regulator — The public supervision of cov- 
ered-bond programs by a Federal regulator, whose mission is the protection of 
covered bondholders, is central to any legislative framework. In the European 
Union, this feature is enshrined in Article 22(4) of the Directive on Under- 
takings for Collective Investment in Transferable Securities (the UCITS Direc- 
tive). Compliance with Article 22(4) is what gives covered bonds their unique 
status in Europe, including privileged risk weighting under the EU’s Capital 
Requirements Directive and preferential treatment by the European Central 
Bank in Eurosystem credit operations. 

We therefore support a framework that includes the following: The Comp- 
troller of the Currency or another U.S. Government agency — excluding the 
FDIC because of its conflict of interest — would be appointed as the Covered- 
Bond Regulator, which would have as its mission the protection of covered 
bondholders. The Covered-Bond Regulator, in consultation with other applicable 
primary Federal regulators, would ensure compliance with legislative require- 
ments and would establish additional regulatory requirements that are tailored 
to the different kinds of covered-bond programs. Covered bonds would fall under 
the legislative framework only if issued under a covered-bond program that has 
been approved by the Covered-Bond Regulator in consultation with the issuer’s 
primary Federal regulator. The Covered-Bond Regulator would maintain a pub- 
lic registry of approved covered-bond programs. 

• Eligible Issuers — Issuances by regulated financial institutions is another funda- 
mental element of covered bonds that is also recognized in the UCITS Directive. 
In order to afford competitive market access to regional and community banks, 
however, pooled issuances by entities that have been sponsored by one or more 
regulated institutions should be permitted as well. 

We therefore support a framework that includes the following: Eligible issuers 
of covered bonds would be comprised of (1) FDIC-insured depository institutions 
and their subsidiaries, (2) bank holding companies, savings and loan holding 
companies, and their subsidiaries, (3) nonbank financial companies that are ap- 
proved by the Covered-Bond Regulator and other applicable primary Federal 
regulators, and (4) issuing entities that are sponsored by one or more eligible 
issuers for the sole purpose of issuing covered bonds on a pooled basis. 

• Covered Bonds — To ensure that covered bonds retain their essential attributes 
as the market evolves, we support a framework that includes the following: A 
covered bond would be defined as a nondeposit senior recourse debt obligation 
of an eligible issuer that (1) has an original term to maturity of not less than 
1 year, (2) is secured by a perfected security interest in a cover pool which is 
owned directly or indirectly by the issuer, and (3) is issued under a covered- 
bond program that has been approved by tbe Covered-Bond Regulator. 

• Cover Pool — One other indispensable feature of covered bonds is a cover pool 
that contains performing assets and that is replenished and kept sufficient at 
all times to fully secure the claims of covered bondholders. This too receives 
specific mention in the UCITS Directive. 

We therefore support a framework that includes the following: The cover pool 
would be defined as a dynamic pool of assets that is comprised of (1) one or 
more eligible assets from a single eligible asset class, (2) substitute assets (such 
as cash and cash equivalents) without limitation, and (3) ancillary assets (such 
as swaps, credit enhancement, and liquidity arrangements) without limitation. 
No cover pool would include eligible assets from more than one eligible asset 
class. A loan would not qualify as an eligible asset while delinquent for more 
than 60 consecutive days, and a security would not qualify as an eligible asset 
while not of the requisite credit quality. 
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• Eligible Asset Classes — The real benefit of covered bonds is long-term and cost- 
effective funding from the private sector that can be converted into meaningful 
credit for families, small businesses, and State and local governments through- 
out the United States. 

We therefore support a framework that includes the following eligible asset 
classes: (1) residential mortgage asset class, (2) home equity asset class, (3) 
commercial mortgage (including multifamily) asset class, (4) public sector asset 
class, (5) auto asset class, (6) student loan asset class, (7) credit or charge card 
asset class, (8) small business asset class, and (9) other asset classes designated 
by the Covered-Bond Regulator in consultation with other applicable primary 
Federal regulators. 

• Overcollateralization, Asset-Coverage Test, and Independent Asset Monitor — Full 
transparency, independent monitoring, and regular reporting must be among 
the hallmarks of U.S. covered bonds. 

We therefore support a framework that includes the following: The Covered- 
Bond Regulator would establish minimum overcollateralization requirements for 
covered bonds backed by each of the eligible asset classes based on credit, collec- 
tion, and interest-rate risks but not liquidity risks. Each cover pool would be 
required at all times to satisfy an asset-coverage test, which would measure 
whether the eligible assets and the substitute assets in the cover pool satisfy 
the minimum overcollateralization requirements. Each issuer would be required 
to perform the asset-coverage test monthly on each of its cover pools and to re- 
port the results to covered bondholders and applicable regulators. Each issuer 
also would be obligated to appoint the indenture trustee for its covered bonds 
or another unaffiliated entity as an independent asset monitor, which would pe- 
riodically verify the results of the asset-coverage test and provide reports to cov- 
ered bondholders and applicable regulators. 

• Separate Resolution Process for Covered-Bond Programs — Hand in hand with 
public supervision is legal certainty on the resolution of a cover pool if the 
issuer were to default or become insolvent. A dedicated process must exist that 
provides a clear roadmap for investors, that avoids the waste inherent in a 
forced liquidation of collateral, and that allows the cover pool to be managed 
and its value maximized. 

Central to this resolution process is the creation of a separate estate — like the 
ones created under the Bankruptcy Code — for any covered-bond program whose 
issuer has defaulted or become insolvent. To ensure that timing mismatches 
among the assets and liabilities of the estate do not unnecessarily erode the 
cover pool’s value or cause a premature default, both private-sector counterpar- 
ties and the Federal Reserve Banks should be authorized to make advances to 
the estate on a superpriority basis for liquidity purposes only. Importantly, how- 
ever, advances by a Federal Reserve Bank should be prohibited if U.S. teix- 
payers could be exposed to any credit risk whatsoever. 

Special rules also are appropriate should the FDIC be appointed as conser- 
vator or receiver for an issuer before any default occurs on its covered bonds. 
All interested parties would benefit if the FDIC were able to transfer the entire 
covered-bond program to another eligible issuer, much like Washington 
Mutual’s program was conveyed to JPMorgan Chase. As a result, the FDIC 
should be afforded a reasonable period of time (not to exceed 180 days) to effect 
such a transfer before a separate estate is created. 

In addition, neither an issuer that has defaulted nor its creditors in the case 
of insolvency should forfeit the value of surplus collateral in the cover pool. To 
enable this value to be realized promptly by the issuer or its creditors (including 
the FDIC and the deposit-insurance fund) without disrupting the separate reso- 
lution process, a residual interest should be created in the form of an exempted 
security that can be sold or otherwise monetized immediately. Such an ap- 
proach should satisfy all constituencies — covered bondholders will be able to 
rely on the separate, orderly resolution process for their cover pool, and the 
issuer and its creditors (including the FDIC and the deposit-insurance fund) 
will not have to wait for that process to conclude before turning any surplus 
into cash. 

We therefore support a framework that includes the following: If covered 
bonds default before the issuer enters conservatorship, receivership, liquidation, 
or bankruptcy, a separate estate would be created that is comprised of the ap- 
plicable cover pool and that assumes liability for the covered bonds and related 
obligations. Deficiency claims against the issuer would be preserved, and the 
issuer would receive a residual interest that represents the right to any surplus 
from the cover pool. The issuer would be obligated to release applicable books, 
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records, and files and, at the election of the Covered-Bond Regulator, to con- 
tinue servicing the cover pool for 120 days. 

If the FDIC were appointed as conservator or receiver for an issuer before a 
default on its covered bonds results in the creation of an estate, the FDIC would 
have an exclusive right for up to 180 days to transfer the covered-bond program 
to another eligible issuer. The FDIC as conservator or receiver would be re- 
quired during this time to perform all monetary and nonmonetary obligations 
of the issuer under the covered-hond program. 

If another conservator, receiver, liquidator, or bankruptcy trustee were ap- 
pointed for an issuer before a default on its covered bonds results in the cre- 
ation of an estate or if the FDIC as conservator or receiver did not transfer a 
covered-bond program to another eligible issuer within the allowed time, a sepa- 
rate estate would be created that is comprised of the applicable cover pool and 
that assumes liability for the covered bonds and related obligations. The conser- 
vator, receiver, liquidating agent, or bankruptcy court would be required to esti- 
mate and allow any contingent deficiency claim against the issuer. The conser- 
vator, receiver, liquidating agent, or bankruptcy trustee would receive a resid- 
ual interest that represents the right to any surplus from the cover pool. The 
conservator, receiver, liquidating agent, or bankruptcy trustee would be obli- 
gated to release applicable books, records, and files and, at the election of the 
Covered-Bond Regulator, to continue servicing the cover pool for 120 days. 

The Covered-Bond Regulator would act as or appoint the trustee of the estate 
and would be required to appoint and supervise a servicer or administrator for 
the cover pool. The servicer or administrator would be obligated to collect, real- 
ize on, and otherwise manage the cover pool and to invest and use the proceeds 
and funds received to make required payments on the covered bonds and satisfy 
other liabilities of the estate. The estate would be authorized to borrow or other- 
wise procure funds, including from the Federal Reserve Banks. Other than to 
compel the release of funds that are available and required to be distributed, 
no court would be able to restrain or affect the resolution of the estate except 
at the request of the Covered-Bond Regulator. 

• Securities Law Provisions — With covered-bond programs subject to rigorous 
public supervision, investors will be well-protected. As a result, an expansion 
of existing securities-law exemptions may be appropriate. Regardless, because 
legal certainty for covered bonds is paramount, we support a framework that 
includes at least the following: Existing exemptions for securities issued or 
guaranteed by a bank would apply equally to covered bonds issued or guaran- 
teed by a bank. Each estate would be exempt from all securities laws but would 
succeed to any requirement of the issuer to file applicable periodic reports. Each 
residual interest would be exempt from all securities laws. 

• Miscellaneous Provisions — We also support a framework that includes the fol- 
lowing conforming changes to other applicable law: The Secondary Mortgage 
Market Enhancement Act of 1984 would be expanded to encompass covered 
bonds. Covered bonds that are backed by the residential mortgage asset class, 
the home equity asset class, or the commercial mortgage asset class would be 
qualified mortgages for Real Estate Mortgage Investment Conduits (REMICs) 
and, subject to regulations that may he promulgated by the Secretary of the 
Treasury, may be treated as real estate assets in the same manner as REMIC 
regular interests. The estate would not be treated as a taxable entity, and no 
transfer of assets or liabilities to an estate would be treated as a taxable event. 
The acquisition of a covered bond would be treated as the acquisition of a secu- 
rity, and not as a lending transaction, for tax purposes. The Secretary of the 
Treasury may promulgate regulations for covered bonds similar to the provi- 
sions of Section 346 of the Bankruptcy Code. 

In addition to these elements of a legislative framework, the Council also believes 
that U.S. covered bonds should be afforded favorable regulatory capital treatment 
like that found in Europe, including in the context of risk weighting and liquidity 
buffers. 

On behalf of the Council, I want to thank Chairman Dodd for holding this hearing 
and Senator Corker and Congressman Garrett for their leadership on U.S. covered 
bonds. 

I would be pleased to answer any questions that Members of the Committee may 
have. 
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Chairman Dodd, Ranking Member Shelby, and Members of the Committee, I ap- 
preciate the opportunity to testify before the Committee concerning the potential 
uses and regulation of covered bonds in the U.S. mortgage market. I am an eco- 
nomic historian who for the past two decades has studied the development of the 
U.S. mortgage market. Up until 3 years ago my specialty was relatively obscure 
even among other historians, but crisis always seems to enhance the value of look- 
ing back. The purpose of my testimony is to share with you some of the research 
I and others have done concerning the history of our mortgage market and the role 
that covered mortgage bonds have played within it. The hope is that the historical 
perspective will provide useful guidance as you consider whether and how to incor- 
porate regulated covered bonds into the U.S. mortgage market. 

Covered bonds are being recommended for the U.S. mortgage market at this time 
because they address weaknesses that we have observed over the past 40 years in 
the two funding mechanisms that have dominated the U.S. mortgage market for the 
past century. One of these systems is what I refer to here as the traditional portfolio 
lender model in which an intermediary holds mortgage loans on its own balance 
sheet and funds them by issuing deposits. In the other funding mechanism that is 
used extensively in the U.S., called securitization, bonds are issued against a pool 
of mortgages that has been taken off the balance sheet of the intermediary that 
originated or assembled the mortgage loan pool. Covered mortgage bonds differ from 
both of these systems in that the intermediary issues debt that is secured by a pool 
of mortgage loans that it holds on its own balance sheet. Investors who purchase 
covered bonds are given senior claims on the designated mortgage cover pool, and 
also have recourse to the other assets held by the intermediary as security for the 
promised payments on their bonds. As a result of this structure, covered mortgage 
bonds can reduce the risks of funding long-term mortgages with short-term deposits 
that arise in the traditional portfolio lender model, while providing greater incen- 
tives to impose strict mortgage underwriting standards than are found in 
securitization. 

Covered mortgage bonds are also being recommended at this time because of their 
popularity and record of success in Europe. The European record of covered mort- 
gage bond success, in fact, stretches back over 200 years. Although my own research 
is completely U.S. -centered, I became aware of the history of covered bond use in 
Europe two decades ago when I came across commentaries by late 19th century 
writers that complained bitterly about the absence of European-style covered mort- 
gage bond programs in the U.S. These comments provided evidence that market 
participants in the U.S were well aware of covered mortgage bonds as early as 1870 
and led me to question why the mechanism had not been implemented here. Eur- 
ther exploration revealed that covered mortgage bond systems actually had been in- 
troduced several times between 1870 and 1935. At that point the important question 
became why did covered mortgage bonds not become a permanent fixture in U.S. 
mortgage markets. It turns out that bad timing, poor implementation, and ineffec- 
tive regulation all played roles, and my testimony briefly surveys that record to pro- 
vide the Committee with this historical perspective as you consider legislation to en- 
courage the introduction of covered bonds into the U.S. mortgage market one more 
time. 

The history of covered mortgage bonds in the U.S. is messy. It spans the farm 
and nonfarm residential mortgage market. State and Federal regulatory structures 
and fundamental changes in mortgage contract design — all during a seven-decade 
period which saw three mortgage crises, including the most severe one in the 1930s. 
Before venturing more deeply into this chronology, a brief summary of its highlights 
and the lessons that I have drawn from it will be useful. 

I divide the historical record into two parts. The first lies between 1870 and 1900 
when covered mortgage bonds were introduced into the U.S. without the regulatory 
framework that was used in Europe. The covered mortgage bond had its greatest 
success during this period when western farm mortgage companies that normally 
brokered whole mortgage loans began to issue bonds secured by the mortgages in- 
stead of selling the loans outright. I have examined one of these companies in depth 
and found that the loans it placed behind its covered bonds were riskier than those 
that it brokered. That result appears to contradict the generalization that under- 
writing standards are strict inside a covered mortgage bond structure; but in this 
case the issuer could shift risk between two mortgage funding channels because of 
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ineffective regulation. A more obvious lesson can be drawn from the way these com- 
panies failed during the general farm mortgage crisis of the 1890s. Serious malfea- 
sance occurred throughout the covered mortgage bond sector during the crisis be- 
cause there was no regulation in place to control the behavior of the mortgage com- 
panies after their financial capital dissipated. These failures affected the reputation 
of covered mortgage bond programs in the U.S. for decades. 

The Federal Government takes center stage in the history of covered mortgage 
bonds between 1900 and 1935. Your predecessors in the 63rd and 64th Congresses 
benefited from an extensive investigation of covered mortgage bond systems in Eu- 
rope before creating the Federal Farm Loan Bank System in 1916. This system was 
comprised of both public and private institutions, and both relied on covered bonds 
to fund mortgages. The privately financed, joint-stock land bank component within 
the system was structured and regulated just like institutions in Germany which 
led private farm mortgage companies to oppose and avoid the system because of the 
restrictions it imposed on activities that were standard practice in the U.S. farm 
mortgage market. Twenty years later the 73rd Congress authorized the creation of 
a privately financed, federally regulated covered residential mortgage bond program 
to provide a liquid market for the new FHA-insured mortgage loans. No private in- 
stitution was ever chartered under this authority, and the discussion about intro- 
ducing covered mortgage bonds to the U.S. went silent for decades. 

In the final section of my testimony I provide an overview of the development of 
the institutional residential mortgage market over the past century to provide per- 
spective on how the introduction of covered mortgage bonds at this time fits into 
its long-run pattern of development. I close this introduction, however, by summa- 
rizing three lessons I draw from the historical record: 

1. Past failures of covered mortgage bonds in the U.S. are explained by a com- 
bination of bad timing, poor implementation, and ineffective regulation. We 
need to do a better job of incorporating covered bonds into the U.S. mortgage 
market, rather than abandon the effort. 

2. A common failure in past attempts was to transplant elements of European 
covered mortgage bond systems without tailoring them to fit U.S. institutions. 
We need to identify features of the U.S. mortgage market that could be incom- 
patible with European covered mortgage bond practice while, rather than after, 
regulation is being formulated. 

3. Finally, history gives us a clear bottom line in this case. If it had been easy 
to incorporate covered bonds into the U.S. mortgage market, we would have 
already done so. 

Unregulated Early Experiments With Covered Mortgage Bonds 

By the mid- 1800s covered farm mortgage bonds were trading in Europe in broad 
and active secondary markets with yields as low as those on Government securities. 
These bonds were issued by mutually owned institutions (Landschaften) and pri- 
vately owned, joint-stock mortgage banks in Germany, and by a national monopoly 
bank (the Credit Eoncier) in France. The success of these programs attracted atten- 
tion in the U.S. where the focus in the mortgage market during the late nineteenth 
century was on the spatial mismatch of mortgage credit between savings-rich, east- 
ern urban areas and rapidly growing, capital-hungry areas in the Midwest and 
Great Plains (Davis, 1966). Several innovations appeared between 1870 and 1900 
to facilitate the movement of mortgage credit from east to west to arbitrage the sub- 
stantial differentials in mortgage rates that had appeared. Among these were at- 
tempts to establish covered mortgage bond programs patterned after European mod- 
els, but not subject to the same strict regulatory oversight. 

Henry Villard, who was German-born and traveled in Europe as a journalist, is 
given credit for initially advocating for the importation of the European mortgage 
system into the U.S. in the late 1860s (Herrick and Ingalls, 1915, 1-2). Villard’s at- 
tempts to establish a mortgage bank failed, but in 1871 Pierpont Morgan and other 
respected American and European investment bankers organized a trust under New 
York law to implement a European-style covered mortgage bond business. The New 
York board of the U.S. Mortgage Company was charged with the task of assembling 
pools of high-yielding western mortgages, while the European board took charge of 
marketing and selling the covered bonds in their home markets {See, Brewer, 
1976). 1 The focus on continental markets led the firm to adopt the norms and even 
some of the language of European systems: outstanding bonds could not exceed 20 
times paid-in capital and had to be fully secured by mortgages on improved farm 


^Brewer (1976, 373—380) also examines the mortgage bond business of the Mercantile Trust 
Company of New York, a subsidiary of the Equitable Insurance Company. 
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and urban properties with low loan-to-value ratios. ^ The company was incorporated 
as a trust which meant that its covered mortgage business was virtually unregu- 
lated relative to European standards. U.S. Mortgage issued securities successfully 
for 2 years, but its growth was soon cut short by the Panic and recession of 1873. 
The company never defaulted on its bonds, but gradually wound down its covered 
mortgage bond business because marketing western mortgage loans turned out to 
be too risky and time-consuming to command the attention and risk the reputation 
of its high-profile organizers (Brewer 1976, 380). 

Western farm mortgage companies, unlike U.S. Mortgage, were intimately in- 
volved in the western farm mortgage market and much more successful, at least at 
first, in establishing covered-bond programs. Hundreds of these mortgage companies 
were organized in the Midwest and Great Plains during the 1860s and 1870s to 
broker and service individual whole farm mortgage loans for eastern and European 
investors. In the early 1880s several of these companies began to place whole mort- 
gages that they had originated into eastern trust accounts and to issue covered 
bonds, then called debentures, against this collateral. The innovation enjoyed imme- 
diate popularity, and by 1890 two-thirds of the western mortgage companies that 
were licensed to operate in New York and Massachusetts were selling their own cov- 
ered mortgage bonds. By that time the new securities were funding about one-tenth 
of outstanding western farm mortgage debt. 

Investors were attracted to covered bonds because they offered less idiosyncratic 
lending risk and lower transaction costs than the brokered whole farm loans that 
the companies had been selling up to that time. In order to issue the bonds, how- 
ever, the mortgage company had to issue its own debt obligations that exposed it 
to risk that brokerage did not impose. ^ Starting a debenture program also entailed 
the costs of incorporating the company and formulating a trust arrangement, most 
often with an eastern trust company. The trustee was required to evaluate mortgage 
loans designated for the trust account against criteria the company itself specified — 
they usually required mortgages written for no more than 40 or 50 percent of the 
value of the encumbered property. Debentures were issued and sold only after the 
trustee had certified the collateral. The trustee was also obligated to take control 
of the assigned mortgage loans on the behalf of the bondholders if the company de- 
faulted on its obligations to them. 

An interesting feature of the farm mortgage bond movement is that it provided 
investors with less information about mortgage loan quality than the brokered loan 
business it was intended to supplant. * In this environment investors who bought 
covered bonds could have relied on three mechanisms to assure that the bonds were 
well-secured: the trust arrangement through which debentures were issued, super- 
vision by State regulatory authorities, and the mortgage company’s own incentive 
to uphold underwriting standards in order to protect its own financial and 
reputational capital. Regulation and trust arrangements provided no effective 
hands-on supervision, however, so investors relied most heavily on the mortgage 
company’s own “skin in the game.”® This helps to explain why the debenture move- 
ment did not appear until the 1880s after some of the mortgage companies had be- 
come large enough and sufficiently well-capitalized in their brokerage businesses to 
credibly issue their own securities. ® It also explains why not all western mortgage 
companies issued debentures; I have recently found that debentures were most like- 


^Brewer (1976, 363) provides a fuller description of the bylaws. Brewer (373-380) also exam- 
ines the mortgage bond business during the 1870s of the Mercantile Trust Company of New 
York, a subsidiary of the Equitable Insurance Company. Mercantile acted as custodian and 
guarantor of bonds issued against mortgages that it had taken off of its own books. These, and 
similar structures discussed below that were issued in the 1920s are classified here as 
securitizations, not as covered bonds. 

^The companies sold brokered loans with recourse, but the promise to buy back loans was 
not a formal, legal obligations as the companies could and did suspend recourse when in dis- 
tress. 

^Mortgage companies assigned loans to investors and then mailed applications and docu- 
ments for investor approval. Loans that investors rejected had to be reassigned to another inves- 
tor. 

® Regulation came too late to be effective as western mortgage companies operating in Con- 
necticut, New York and Massachusetts were not required to report even basic financial data to 
investors until 1889 — ^years after the debenture movement began to expand rapidly. Even at this 
point the information was self-reported and the companies were not subject to on-sight examina- 
tions. (New York, Annual Report (1891), pp. 15-27.) The trustees who administered debenture 
programs for the mortgage companies were also did not monitor their western lending oper- 
ations. 

®The discussion here is summarizes evidence reported in Snowden (2010b). 
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ly to be adopted, and to be used more intensively, by older, larger companies with 
strong balance sheets and successful records of performance as mortgage brokers. 

A second interesting feature of these covered bonds is that all of the companies 
that issued debentures continued to broker loans. Mortgage companies that oper- 
ated these mixed brokerage-debenture businesses, therefore, had to allocate mort- 
gage loans between the two funding channels. I recently examined how that alloca- 
tion was made in 1887 in one large and highly respected Kansas mortgage company. 
The evidence shows that the loans placed behind the covered bonds were smaller 
in size, shorter in term and riskier than those that the company brokered. By pack- 
aging these types of loans behind covered bonds the mortgage companies improved 
the efficiency of the interregional mortgage market by creating a funding mecha- 
nism for loans that were difficult and costly to broker. This result provides an inter- 
esting counterexample to the generalization that the issuer’s “skin in the game” in 
a covered-bond structure necessarily leads to stricter underwriting standards. It also 
indicates that combining a covered mortgage bond program with another mortgage 
funding channel can create incentives to shift risks among the two. 

A third interesting feature of the farm debenture movement is its spectacular fail- 
ure in the 1890s. The backdrop was a general farm mortgage crisis that generated 
substantial losses for farmers, investors and intermediaries in the western mortgage 
market. It was not surprising, therefore, that virtually all of the mortgage compa- 
nies that had issued covered bonds, as well as most of the brokerage-only oper- 
ations, failed. Many investors were shocked, however, when audits of the failed 
mortgage companies by eastern regulators found evidence of widespread and egre- 
gious violations of the company’s own trust agreements within their covered mort- 
gage bond programs. ® The problem, of course, was that the incentives of the mort- 
gage companies changed dramatically once the financial capital that supported their 
debenture programs had been exhausted in the broader mortgage crisis. Investors 
learned the hard way in the 1890s that the “skin-in-the-game” that promotes dili- 
gence within a covered-bond structure is not the mortgage loans on the issuer’s bal- 
ance sheet, but the value of its capital. 

Federal Sponsorship of Covered-Bond Programs 

The Federal Farm Loan Bank System 

The spectacular failure of the covered-bond programs of the western mortgage 
companies was remembered for decades as a cautionary tale. It also left a void in 
the market for farm mortgages that was filled by a new generation of mortgage com- 
panies that relied exclusively on the old system of loan brokerage. The typical farm 
mortgage contract at the time was a balloon loan with a term of 3 to 5 years that 
the borrower had to renew one or more times before extinguishing the deht. Be- 
tween 1908 and 1912 a “Rural Credits Movement” called for Federal intervention 
into the mortgage market so that farmers in the U.S. could benefit from the same 
type of long-term, low-cost amortized mortgage loans that had been written for dec- 
ades within European covered-bond systems (Herrick and Ingalls, 1915a). The 
movement grew strong enough to pressure President Taft and the Congress to cre- 
ate a commission to investigate European mortgage banking systems and to make 
recommendations for a publicly sponsored covered farm mortgage bond system. The 
commission reported back to a joint hearing before the Banking Subcommittees of 
the Senate and the House in 1914, and that testimony provides an exhaustive dis- 
cussion of covered mortgage bond practices as it existed at that time in Europe 
(United States, 1914). 

A heated debate arose about which one of several European models would be most 
appropriate in this country — a quasi-public monopoly bank like the Credit Fancier, 
a cooperative land credit system along the lines of the German Landschaften, or a 
regulated system of private joint-stock mortgage banks. The compromise that took 
shape in the Federal Farm Loan Act of 1916 was a mixed model that included a 
publicly sponsored cooperative mortgage lending system alongside a federally char- 
tered system of private joint-stock mortgage banks. Both systems were to issue cov- 
ered mortgage bonds under the supervision of the Federal Farm Loan Bank Board. 

The public, cooperative system was two-tiered. The foundation of the system was 
locally based, voluntary cooperatives that were authorized to make loans to mem- 
bers of the association that met underwriting standards established by the Federal 
Farm Loan Board. These included a meiximum loan-to-value ratio of 50 percent, a 


'^Some of the western mortgage companies placed into trust mortgages written to their em- 
ployees on property the company had acquired after buying hack defaulted brokered loans. 

®For accounts of similar abuses by other mortgage companies see New York (Annual Report 
(1891), pp. 16—19). Snowden (1995, pp. 279-281) summarizes regulators’ findings and criticisms 
of both operating and failed farm mortgage debenture companies. 
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term of 30 years, and full amortization with privilege to prepay. After the loans 
were made they were sent to one of twelve district Federal Land Banks for approval 
after which Federal Land Bank Bonds could be issued in equal amounts. The bonds 
were the joint liability of the Land Banks and the Farm Loan Associations in a 
structure similar to the German Landschaften. 

We are more interested here in the privately financed Federal Joint-Stock Land 
Banks authorized under the legislation because they shared several features with 
covered mortgage bond models being considered today. The joint-stock bank charter 
was designed to attract private lending agencies so that they could issue regulated 
covered mortgage bonds rather than broker or hold farm mortgage loans. To enter 
the system the owners had to satisfy the minimum capital requirement of $250,000 
and operate under strict regulation borrowed from the German private mortgage 
bank model (Horton, et al., 1941). Each bank could issue bonds in a volume no 
greater than 15 times their capital if they were fully secured by long-term, amor- 
tized mortgage loans that met the same underwriting standards that were set for 
the cooperative farm loan associations. Examiners of the district Earm Loan Bank 
served as the pool monitors in these structures and examined and registered each 
loan that was approved as collateral. Each joint-stock bank was fully liable to its 
bondholders, and enjoyed no implicit or explicit Government guarantee. Private rat- 
ing agencies graded the bonds of each joint-stock bank separately. 

The joint-stock bank system was designed to draw in existing private farm lend- 
ers, especially farm mortgage companies. But the mortgage companies, instead, 
ended up opposing the Federal system before and even after it had been passed.® 
The companies were not opposed to covered mortgage bonds, but they argued that 
joining the system would force them to abandon important elements of their existing 
business because of specific requirements of the charter. These included a restriction 
to lend only in the State in which the bank was located and one more contiguous 
to it, the prohibition on selling loans with recourse, which would have eliminated 
their brokerage businesses, and a requirement to write only long-term amortized 
loans so that they could not deal in the standard short-term, balloon loan (Schwartz, 
1938, 21-22). The final bill contained none of the modifications suggested by the 
mortgage companies. In response they then raised objection to another feature of 
the bill — the bonds of both the Federal District Land Banks and the privately owned 
joint-stock banks were fully exempt from Federal taxes. The companies pursued the 
issue after the bill had passed, and their challenge regarding the constitutionality 
of the tcix exemption led to legal proceedings that lasted until 1921 and that re- 
tarded the early growth of the system, i® 

Eighty-eight of the privately owned Federal Joint-Stock Land Banks were ulti- 
mately chartered under these provisions, most of them before 1925. From then on 
the banks began to experience difficulties because of general distress in American 
agriculture, and the system was particularly shaken when three of the joint-stock 
banks entered receivership in 1927. Once the Depression took hold the Treasury 
provided relief so that the District Farm Land Banks could manage and supervise 
the joint-stock banks that were forced to liquidate. Emergency farm mortgage relief 
legislation that was passed in 1933 placed the remaining joint-stock banks in liq- 
uidation and prohibited the establishment of any additional institutions. The six- 
decade experiment in the U.S. with privately financed, European-style covered farm 
mortgage bonds had ended. 

A Covered Mortgage Bond System for the Residential Markets 

With the establishment of the Federal Farm Loan Act proposals soon appeared 
for the creation of a central residential mortgage bank. The discussion began in 
1919, but took more than a decade to resolve. In 1929 the Brookings Institute pro- 
duced an assessment of “First Mortgages in Urban Real Estate Einance” (Gray and 
Terborgh, 1929). The report focused on the stubborn disparity in mortgage rates 
across regions despite the interregional activities of life insurance companies, real 
estate bond houses and the mortgage guarantee companies during the 1920s. The 
recommendation, therefore, was to establish a public, European-style central mort- 
gage bank — similar to the Federal Farm Loan Bank system — that could place pools 
of nonfarm residential mortgages made by local originators behind covered mortgage 
bonds. 


®The opposition to the Federal Farm Bill actually led to the formation of the Farm Mortgage 
Bankers Association — the precursor to the modem Mortgage Bankers Association (Robins, 
1916). 

O’Hara (1983) argues that the FHLB tax exemption diverted credit into agriculture and 
made it more difficult for tenant farmers to purchase land, one of the system’s intended goals, 
by capitalizing the subsidy in higher farm land prices. 
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By 1931, when President Hoover convened a conference on home building and 
ownership in the midst of the growing mortgage crisis, it had become clear that a 
liquidity facility for residential mortgage lenders would soon be created under one 
of three proposals (Jones and Grebler 1961, 113-114). The National Association of 
Real Estate Builders supported a Federal system of mortgage banks and joint-stock 
banks similar to the one recommended by the Brookings Institute. The Hoover ad- 
ministration favored a Federal facility that could discount mortgages for a wide va- 
riety of approved mortgage lenders. The U.S. Building and Loan League favored the 
most restrictive plan, a home loan discount bank for only its members. Its proposal 
was adopted when the Federal Home Loan Bank System was established in 1932 
to serve what would become the modern S&L industry. 

The possibility of a federally sponsored covered-bond mortgage system was revis- 
ited when provisions to create the Federal Housing Administration and its mortgage 
loan insurance program were proposed in the National Housing Act of 1934. Al- 
though FHA loans were insured by the Federal Government, there was considerable 
doubt whether private lenders would be willing to invest and hold any long-term, 
amortized mortgage loan. To encourage participation in the FHA program. Title HI 
of the National Housing Act authorized the FHA to charter privately owned facili- 
ties that could provide liquidity for FHA mortgages by issuing covered mortgage 
bonds that used the loans as collateral. This provision of the bill generated attracted 
strong objections from the United States Building & Loan League and life insurance 
companies (United States, 1934a and 1934b). Both groups had reason to be con- 
cerned about the potential entrance of a new mortgage lending facility, but their tes- 
timony focused as well on the unhappy events associated with the farm mortgage 
debenture debacle of the 1890s and the ongoing liquidation of the joint-stock farm 
land bank system. Others witnesses doubted that private capital would be forth- 
coming given that the housing sector was at the lowest point of the crisis. 

Despite the opposition. Title III of the National Housing Act authorized the cre- 
ation of a system of privately owned, federally chartered National Mortgage Associa- 
tions to buy and sell FHA loans from mortgage originators. These associations were 
to be locally based institutions that would buy, hold and sell FHA loans (See, Jones 
and Grebler 1961, 115-119). The legislation did not limit the number or regional 
distribution of the associations, but required a minimum paid-in capital of $5 mil- 
lion. The bonds issued by an association had to be secured by FHA-insured loans, 
cash or Federal Government securities, and the total volume of its bonds could not 
exceed 10 times paid-in capital. By 1937 not one National Mortgage Association had 
been organized despite modifications to the original legislation designed to attract 
private investors (Jones, 1961, 116). 

In order to demonstrate the viability of the proposed system the Federal Housing 
Administrator authorized the Reconstruction Finance Corporation to sponsor the 
National Mortgage Association of Washington in February 1938. It was soon re- 
named the Federal National Mortgage Association and its first issue of $26 million 
of debentures was heavily oversubscribed. Despite the success of this experiment, 
the FHA announced in May that it would no longer process applications for private 
National Mortgage Association charters so that not one privately owned institution 
was chartered under Title II of the National Housing Act. The FNMA went on, 
however, to create a secondary market for FHA loans and, somewhat later, VA 
guaranteed loans. What had been abandoned, however, were plans to create a feder- 
ally chartered, private system of institutions that could issue covered residential 
mortgage bonds. 

Covered Bonds and the Long-Run Development of the Market 

Although most of our experience with covered bonds took place in the farm mort- 
gage market, we end by focusing on the Nation’s nonfarm residential mortgage be- 
cause it is there that the introduction of covered mortgage bonds in the U.S. today 
are most likely to affect the long-run development of the mortgage market. Figure 
1 provides a view of changes in the structure of that market over the past century. 

The turmoil of the past decade pales in comparison to events in the residential 
mortgage market during the 1920s and 1930s. The volume of nonfarm residential 
mortgage debt tripled during the home building boom of the 1920s and financed an 
increase in the rate of nonfarm homeownership from 41 to 46 percent. The note- 


The FHA insurance program took up much more of the hearing than any testimony on the 
National Mortgage Association. 

The New York Times, May 28, 1938, reported that applications for new NMAs increased 
after FNMA’s successful bond offering, but that with the FHA decision “private interests plan- 
ning to take advantage of this potential market . . . appear doomed to disappointment or at 
least considerable delay.” p. 25. Jones and Grebler (1961, p. 115) refer to the NMA proposal as 
a “frustrating episode.” 
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worthy structural change in the mortgage market during the decade was the rapid 
growth of two forms of privately issued real estate securities that by 1929 funded 
nearly 10 percent of Nation’s outstanding residential mortgage debt. These innova- 
tions — single-property real estate bonds and participation certificates issued by 
mortgage guarantee companies — financed commercial as well as residential develop- 
ment in the Nation’s largest urban areas and were primarily directed toward the 
individual investor who played a much larger role in the residential market at that 
time. Both of these securities were early forms of off-balance-sheet securitization 
and were not covered mortgage bonds. 

During the 1930s the U.S. experienced record levels of nonfarm foreclosures, wide- 
spread distress among mortgage lenders, a collapse and weak recovery in home- 
building, large decreases in home values and a complete reversal of the gains in 
homeownersKip made during the 1920s. Against this backdrop the Home Owners’ 
Loan Corporation had a sudden and large impact on the structure of the residential 
mortgage market (refer to Figure 1). Between 1933 and 1936 this Federal agency 
operated as both a “bad mortgage bank” (by purchasing distressed mortgages from 
private lenders) and a loan modification program (by refinancing the mortgages with 
long-term, high-leyerage, amortized loans). In three short years it had refinanced 
mortgages on one out of every 10 owner-occupied homes and held nearly 10 percent 
of the Nation’s home mortgage debt. HOLC’s lending activities ended in 1936 after 
which the agency existed another 15 years to service its mortgage portfolio. 

A second striking change in market structure during the 1930s was the disappear- 
ance of the private securitization structures that had grown so rapidly during the 
previous decade. Although the decline in the share of private real estate securities 
looks gradual in Figure 1, the actual process was not. Nearly all of the real estate 
bond houses and mortgage guarantee companies that had issued real estate securi- 
ties during the 1920s failed during the early 1930s. From this point on investors 
holding these securities went through complicated and protracted proceedings in 
order to liquidate the underlying mortgage assets. Some of these resolutions took 
more than a decade during which State authorities had to act as receivers and modi- 
fications of State and Federal law were required to help resolve conflicts among the 
parties who owned the loans. The failures of these securitization structures were so 
widespread, complex, and costly that private mortgage insurance and privately 
sponsored securitization disappeared entirely from the U.S. residential mortgage 
market for decades. 

As we have seen earlier, the prospects for a covered residential mortgage bond 
system in the U.S. also diminished severely in the 1930s. But traditional portfolio 
mortgage lenders sought and received several regulatory interventions during the 
decade that strengthened their mortgage lending operations. The Building & Loan 
industry, which had been the Nation’s largest source of home mortgages before 
1930, was transformed into the modern Sayings & Loan sector with the creation of 
the Federal Home Loan Bank System’s discounting facility in 1932, a new system 
of Federal S&L charters, and an insurance program for S&L share accounts. A sec- 
ond important development was the creation in 1934 of the FHA mortgage loan in- 
surance program that was discussed above. Although the companion covered mort- 
gage bond system authorized by the legislation never materialized, FHA loans be- 
came important to the lending activities of mortgage companies, commercial banks, 
mutual savings banks and life insurance companies — none of which participated in 
the FHLB system. After the Federal National Mortgage Association was established 
to serve as a dedicated secondary market facility for FHA loans in 1938, therefore, 
all of the traditional mortgage portfolio lenders were supported by new Federal 
structures. 

Traditional portfolio lenders performed well within their new Federal structures 
during the immediate post-World War II period. The S&L industry focused on local 
mortgage markets and small-scale builders; commercial banks and mortgage compa- 
nies used FHA and VA loans to finance large tract builders and multifamily 
projects; and life insurance companies and mutual savings banks used insured and 
guaranteed loans to serve the interregional residential mortgage market through 
networks of closely affiliated mortgage companies. With all of this activity supported 
by the FHLB and FNMA secondary market facilities, the share of the Nation’s resi- 
dential mortgage debt that was held by the portfolio lenders swelled to 80 percent 
and financed a historic surge in homebuilding and homeownership during the 1950s 
and early 1960s (See, Figure 1). 


^^See, Goetzmann and Newman (2010) and Snowden (2010a) for discussions of both instru- 
ments. 

^“^HOLC is currently drawing substantial attention in the academic literature. See, Fishhack 
et al. (2010), Rose (2010), and Courtemanche and Snowden (2010). 
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Despite the accomplishments, there were several disadvantages associated with 
relying so heavily on portfolio lenders. Strict regulatory houndaries, for example, 
limited competition and discouraged innovation. The more telling weakness, how- 
ever, was the inability of portfolio lenders to profitably underwrite the risks of fund- 
ing long-term, fixed-rate mortgages when nominal interest rates, driven by inflation, 
became variable around high levels in the 1970s. Institutions that relied on short- 
run deposits were particularly vulnerable, but even the life insurance companies, 
which bad been successful farm and residential mortgage lenders for more than a 
century, dramatically reduced their portfolio of residential mortgage loans. It took 
more than a decade, and a full-blown thrift crisis, for the depression-era S&L indus- 
try to do the same. 

Securitization reappeared in the U.S. in the 1970s to supplant the failing mort- 
gage system that had been forged during the 1930s mortgage crisis. Securitization 
was not sponsored this time by private entities, as it had been in the 1920s, but 
by a Federal agency (Ginnie Mae) and federally sponsored GSEs (Fannie Mae and 
Freddie Mac) that had been carved out of the FHLB and FNMA secondary market 
facilities that had been created four decades earlier to support portfolio lenders. 
Agency- and GSE-sponsored securitization made modest inroads at first, but cap- 
tured virtually all of the mortgage business lost by insurance companies and savings 
institutions during the 1980s. 

During this period private agencies began to repackage the cash-flows from feder- 
ally sponsored mortgage securities in order to offer investors other securities that 
offered different exposures to the prepayment and interest rate risks that had prov- 
en to be so troublesome for portfolio lenders. The trajectory and composition of 
securitization then changed in the 1990s, however, as the GSEs began to hold large 
volumes of mortgages and securities within their own portfolios, and private issuers 
began to securitize mortgage pools that contained the types of loans that the GSEs, 
at least at first, would not. We continue to debate the role that the GSEs played 
in our recent crisis, and changes in their structure and mission are sure to play a 
decisive role in the future development of the residential mortgage market. 

But the topic of this hearing is the potential role that covered bonds will play in 
the future, and the chronology we have just reviewed reveals some striking similar- 
ities between the decisions Congress faces now and the ones that it confronted in 
the 1930s. Then, like now, it was responding to a mortgage crisis which had brought 
into focus severe problems with the private securitization structures that had grown 
so rapidly in the previous decade. Then, like now, it considered establishing a cov- 
ered mortgage bond market to serve as a new funding channel for a housing market 
in distress. The legislation authorizing a covered mortgage bond system passed in 
the 1930s, but the system failed to materialize. What followed is the pattern of de- 
velopment and chain of events that has brought us here today. I hope that recount- 
ing this history provides some assistance to the Committee as it helps to shape the 
next chapter. 
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PREPARED STATEMENT OF RIG CAMPO 

Chairman and Chief Executive Officer, Camden Property Trust, on behalf 
OF National Multi Housing Council and the National Apartment Association 

September 15, 2010 

Chairman Dodd, Ranking Member Shelby, and distinguished Members of the 
Committee, I am Ric Campo, Chairman and CEO of Camden Property Trust, a pub- 
licly held apartment firm. 

I am the immediate past Chairman of the National Multi Housing Council 
(NMHC) and am testif 3 dng today on behalf of NMHC and its joint legislative part- 
ner, the National Apartment Association (NAA). 

Camden Property Trust is an S&P 400 Company and one of the largest publicly 
traded multifamily companies in the United States. Structured as a Real Estate In- 
vestment Trust (REIT), our company owns, develops, acquires and manages multi- 
family residential apartment communities. We are headquartered in Houston, TX, 
and currently operate 187 properties containing 64,074 apartment homes. Our work- 
force totals nearly 1,800 employees. 

NMHC and NAA represent the Nation’s leading apartment firms. Our combined 
memberships are engaged in all aspects of the industry, including ownership, devel- 
opment, management and finance. NMHC represents the principal officers of the in- 
dustry’s largest and most prominent firms. NAA is the largest national federation 
of State and local apartment associations with 170 State and local affiliates com- 
prised of more than 50,000 members. Together they represent just under 6 million 
apartment homes. 

We applaud the Senate Banking Committee for exploring alternative sources of 
capital to support housing. We believe that covered bonds could indeed provide some 
degree of additional liquidity to U.S. multifamily finance. We caution, however, that 
it is quite unlikely that covered bonds could provide the capacity, flexibility or pric- 
ing superiority necessary to adequately replace any of the U.S.’s traditional sources 
of multifamily mortgage credit. 

I am not here today as an expert on covered bonds. Rather, I am hoping to pro- 
vide you with some background on the apartment sector, its general credit needs 
and to share some insights into what role covered bonds could play in meeting those 
needs. 

To understand the role or impact covered bonds might have on the apartment in- 
dustry’s access to credit, it is necessary first to have a broad understanding of the 
apartment industry’s current capital sources — both before and during the crisis. 

One-third of American households rent, and over 14 percent of households — 16.7 
million households — live in a rental apartment (buildings with five or more units). 
Our industry’s ability to meet the Nation’s rental housing needs depends on reliable 
and sufficient sources of capital. 

Multifamily Capital Markets and Industry Performance 

Since the onset of the financial meltdown, virtually all private mortgage lenders 
left the housing finance market, and the apartment industry has relied heavily on 
credit either insured or guaranteed by the Federal Government. Fully 8 out of 10 
apartment loans issued in the first six months of 2010 had some form of Govern- 
ment credit behind them, namely FHA, Fannie Mae, or Freddie Mac. The FHA and 
Government Sponsored Enterprises (GSEs) are expected to account for 80-90 per- 
cent of the $50-$60 billion in credit provided to the apartment sector this year. 

Historically, however, the apartment industry has enjoyed access to mortgage 
credit from a variety of capital sources. In addition to the FHA and GSEs, banks 
and thrifts, life insurance companies, pension funds and the commercial mortgage- 
backed securities market have all provided significant amounts of mortgage capital 
to the apartment industry. Prior to the financial crisis, these capital sources pro- 
vided our sector with $100-$ 150 billion annually, reaching as high as $225 billion, 
to develop, refinance, purchase, renovate, and preserve apartment properties. 

These market sources have proven to be reliable and durable, with the exception 
of unique financial situations, such as the current economic crisis and the 1997- 
1998 Russian financial crisis. 

As of the first quarter of 2010, there was approximately $872 billion in out- 
standing multifamily mortgage debt (See, Table 1). In recent years, the industry has 
shifted from relying on whole loans from banks and life insurance companies to 
securitized loans. Currently, just under half (49 percent) of outstanding multifamily 
capital is held in the secondary market (31 percent by the GSEs, 13 percent in 
CMBS and 5 percent in Ginnie Mae.) Nevertheless, banks remain an important cap- 
ital source, providing nearly one-quarter of the industry’s mortgage capital. 
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Table 1 

Multifamily Mortgage Debt Outstanding 2010 Q1 
Ginnie Mae, 



Banks. 24.6% 


Source: Federal Reserve Outstanding Mortgage Debt 2010 

As policy makers consider the causes of, and solutions to, the single-family melt- 
down, it is important to distinguish between performance in the single-family sector 
and the multifamily sector. The multifamily industry did not overbuild in the hous- 
ing boom. 

Table 2 below shows the stark contrast between the single-family housing produc- 
tion/bubble and resulting housing crisis and the relatively constant level of new pro- 
duction in the multifamily housing sector during the same period. Since the mid- 
1990s, the multifamily industry has started approximately 350,000-375,000 new 
units annually. During the same period, the single-family market almost doubled its 
production from around 1 million to 1.75 million units. 

Table 2 


New Housing Starts 

(6-month moving average) 

Thousands 

2,000 



Source: Census Bureau. 


The discipline shown by the apartment industry has translated into stronger port- 
folio performance as well. Overall loan performance in the $853 billion multifamily 
sector remains relatively healthy, with delinquencies and default rates only a frac- 
tion of those seen in single-family. The 90-day delinquency rate of multifamily loans 
is estimated to be 4.3 percent or $31 billion. Compared to the single-family residen- 
tial mortgage market where the mortgage debt outstanding is reported at $10.7 tril- 
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lion as of March 30, 2010, and a 90-day delinquency rate of 9.2 percent or $984.4 
billion. 

There has been some stress recorded in bank loans and CMBS, particularly those 
originated between 2006 and 2008 when more aggressive underwriting and higher 
leverage was employed. However, that stress is largely a result of the overall econ- 
omy and the worst job market in 40 years and not due to oversupply. 

Many of those problematic loans were taken out to renovate and reposition exist- 
ing properties. When property values plummeted and unemployment soared, those 
projects stalled and borrowers lost most of their equity. The problem is especially 
acute in some markets such as the boroughs of New York City and other major em- 
ployment centers that have large concentrations of apartment properties. 

Nevertheless, many of these distressed loans will be resolved, and most apartment 
residents will not be affected by loan delinquencies or even defaults, as such situa- 
tions generally result in a smooth transition to a new operating entity with suffi- 
cient capital to maintain the property. 


Table 3 

Delinquency Rates of Multifamily Credit Sources 


0 . 1 % 


3 . 5 % 



14 0 % 


4 - 1 % 4 . 7 % 



4 . 3 % 
















Seriously delinquent loans are defined as at least 90 days past due and defaulted FHA multifamilv 
Section 221(d)(4) loans. 

Sources' Federal Reserve Outstanding Multifanrily Mortgage Debt, 2010 01 . Fannie Mae, Freddie 
Mac 10K/10Q SEC Filing Statements, and HUD. 

** Data provided for the Federal Housing Administration rnuitifamily portfolio is restricted to market 
rate Section 221(d)(4) defaulted loans as of July 2010, that total $505 million in defaulted loans, it 
does not include the full portfolio of multifamily insured loans including hospitals and nursing homes 


Covered Bonds and the Multifamily Credit Market 

The current housing finance system has worked extremely well in providing li- 
quidity to the apartment sector in all economic climates. That said, we welcome 
Congressional efforts to create a framework for covered bonds so they may serve as 
an additional source of capital for apartments. We do not believe, though, as some 
have suggested, that covered bonds can resolve the current financial crisis or pre- 
vent future crises that might require Government intervention. 

It is clear that covered bonds offer some advantages to issuers and investors. They 
give issuers access to lower-cost funding for mortgage and other asset-backed credit 
with more favorable risk-based capital requirements than whole loans held in their 
portfolio. For investors, they offer high credit quality, solid yield, low-risk and diver- 
sified investments. They also offer both issuer and investor the ability to substitute 
bond assets in the collateral pools if there is a problem with an individual loan or 
mortgage, thus reducing overall risk. 

My comments focus on the value of covered bonds to multifamily borrowers. 
Under the right conditions and circumstances, covered bonds could serve as an 
added credit option for our sector by augmenting banks’ mortgage credit activity. 
Therefore, we support efforts to create the legal and regulatory oversight needed to 
foster the use of covered bonds by banks. 

For numerous reasons, though, it is quite unlikely that covered bonds could pro- 
vide the capacity, flexibility or pricing superiority necessary to adequately replace 
the U.S.’s existing sources of multifamily mortgage credit. 

It is unclear whether covered bonds would actually increase the amount of credit 
banks would make available to apartment firms. The covered-bond structure limits 
issuer lending volumes by requiring them to hold loans on the issuer’s balance sheet 
and retain capital reserves in case of losses. It is also possible that banks could sim- 
ply replace some of their whole loans activities with covered bonds, which would not 
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increase lending capacity except as it relates to how risk-based capital reserves are 
held by banks. 

Covered bonds could allow banks to compete with other credit sources such as life 
companies, thrifts, CMBS and GSEs because the loan term for covered bonds is 
longer (10-year terms) than the 5-year term banks typically provide. Even then, 
however, larger banks that are anticipated to be a major source of covered-bond 
issuance may choose not to issue covered loans for multifamily mortgages because 
many of these banks originate such mortgages for the GSEs or CMBS market and 
thereby avoid any balance sheet liability. 

It is also unclear to what extent banks would use covered bonds for multifamily 
lending since so many asset classes qualify for covered bonds. Legislation pending 
in the House of Representatives (H.R. 5823, “The United States Covered Bond Act 
of 2010”) would allow covered bonds to be used for single-family mortgages and eq- 
uity loans, commercial and multifamily real estate mortgages, auto loans and leases, 
loans for public facilities and activities, student loans, small business loans and 
credit card and revolving credit loans to consumers. We question the capacity of cov- 
ered bonds to meet the demand from all of these loan categories. 

In Europe, the majority of real estate-related covered-bond debt has been for pub- 
lic purposes and residential home mortgages. Unless there are allocations and diver- 
sification requirements for covered-bond issuers, we expect the U.S. experience 
would be similar, with most of the additional credit created by covered bonds di- 
rected to the residential mortgage market and other consumer and loan assets and 
not toward rental housing. 

It is also important to understand that the European experience with covered 
bonds for multifamily properties is not translatable to the U.S. In Europe, the rental 
markets operate on a condominium model comprised of small investors buying indi- 
vidual units and renting them out. For instance, in the United Kingdom, 73 percent 
of the rental stock is owned by “mom-and-pop” operators, and there is no institu- 
tional investment. There is little existing data or analysis determining to what de- 
gree European covered bonds actually finance commercially developed rental hous- 
ing. 

In addition to these issues, it also remains unclear whether the covered-bond 
structure can become sufficiently flexible to accommodate broad-based, public-sector 
participation in the U.S. affordable-housing finance arena. For instance, a signifi- 
cant proportion of apartment production in recent decades has been financed 
through Low-Income Housing Tax Credit (LIHTC) equity investments and various 
structures of tax-exempt or otherwise subsidized bonded debt. These specialized 
loans may not be able to gain access to covered-bond credit capital. 

Likewise, questions remain about whether a purely private American covered- 
bond market could become a critical “backstop” capital source during periods of fi- 
nancial instability. While Europe’s covered-bond market came to something of a 
standstill during the global financial crisis, in the U.S. the GSEs, Fannie Mae and 
Freddie Mac, remained a critical liquidity source in the domestic multifamily fi- 
nance field. They have served this role during other capital market dislocations, in- 
cluding the Russian economic collapse in the late 1990s, which caused a collapse of 
the U.S. commercial mortgage conduit market, and during the 2001-2003 recession. 

Although the European covered-bond market remained liquid longer than many 
other wholesale funding markets, it was ultimately rendered dormant for several 
months during the last quarter of 2008. In the wake of Lehman Brothers’ collapse 
in September 2008, the European covered-bond market went without a public 
issuance until early 2009 and some jurisdictions have still not seen new issuance. 
The European Central Bank (ECB) reported earlier this year that the number of 
issuers has doubled since 2008 (from approximately 75 to 150 issuers). ^ But this 
was fueled in large part by ECB-sponsored bond purchase programs to facilitate li- 
quidity. 

Despite some €60 billion ($76.6 billion) in ECB-sponsored purchase commitments, 
however, the return of liquidity appears to be limited. Covered bonds over the past 
few calendar quarters have traded at historically low volumes and at historically 
wide yield spreads over their relevant benchmarks. 

For all these reasons, we can only conclude that a covered-bond market might 
augment — but would not adequately replace — any of the active components of the 
U.S. multifamily finance marketplace, including “conduit” financing through mort- 
gage-backed securities issued by the GSEs and private Wall Street firms, along with 
mortgages funded by life companies, banks and other balance sheet lenders. 


European Central Bank Annual Report, p. 19. 
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Maintaining Credit Capacity for the Apartment Market 

The bursting of the housing bubble exposed serious flaws in our housing finance 
system. As policy makers undertake housing finance reform — including creating a 
framework for a U.S. covered-bonds market — we urge you to ensure that any actions 
taken are not done so at the expense of the much smaller and less understood, but 
vital, multifamily sector. 

Apartments are a critical component of the Nation’s housing market, and our in- 
dustry depends on a reliable, reasonably priced and readily available supply of cred- 
it to meet the Nation’s growing demand for rental housing. 

The U.S. is on the cusp of fundamental changes in our housing dynamics. Chang- 
ing demographics are causing a surge in rental demand that will continue long after 
the economic recovery. This includes 78 million echo boomers entering the housing 
market, baby boomers downsizing and a dramatic decrease in the number of mar- 
ried couples with children to less than 22 percent of households. 

Between 2008 and 2015, nearly two-thirds of new households formed will be rent- 
ers. That’s 6 million new renter households. University of Utah Professor Arthur C. 
Nelson predicts that half of all new homes built between 2005 and 2030 will have 
to be rental units. The Harvard University Joint Center for Housing Studies esti- 
mates that we already have a shortage of some three million units of affordable 
rental housing. 

Our industry cannot meet the Nation’s current or future housing needs — or refi- 
nance the approximately $200 billion in mortgage debt coming due over the next 
2 years — without a fully functioning secondary mortgage market. 

For these reasons it is critically important to maintain the existing level of liquid- 
ity for the multifamily market, in good times and bad. The strong performance of 
the sector, thanks in large part to the robust capital markets supporting it, has at- 
tracted an enormous amount of private investment. These investors have supported 
the expansion of the industry and a marked improvement in its professionalism. It 
has made the production of millions of units of workforce and market-rate housing 
possible. 

For the past 50 years, the U.S. housing system has been the envy of the world 
in attracting private capital to meet our Nation’s housing needs. As lawmakers look 
for added mortgage credit sources and redesign the secondary mortgage market, we 
urge them to retain the successful elements of our present system, specifically those 
which contributed to the strength of the multifamily market, and understand the 
inherent limitations of new capital sources, such as covered bonds. 

Tomorrow’s Housing Policy: New Principles 

I would also like to take a moment to address our national housing policy more 
broadly, as I feel that it underscores the importance of explicitly considering apart- 
ments in a reformed housing finance system. 

For decades, the Federal Government has pursued a “homeownership at any cost” 
housing policy, ignoring the growing disconnect between the country’s housing needs 
and its housing policy. In the process, many people were enticed into houses they 
could not afford, which in turn helped fuel a housing bubble that ultimately burst 
and caused a global economic crisis. 

The Nation is now paying the price for that misguided policy and learning first- 
hand that there is such a thing as too much homeownership; that aggressively push- 
ing homeownership was not only disastrous for the hardworking families lured into 
unsustainable ownership, but also for our local communities and our national econ- 
omy. 

If there is a silver lining in this situation, it is the opportunity we now have to 
learn from our mistakes and rethink our housing policy. Housing our diverse Nation 
means having a vibrant rental market along with a functioning ownership market. 
It’s time we adopt a balanced housing policy that doesn’t measure success solely by 
how much homeownership there is. 

For many of America’s most pressing challenges, from suburban sprawl to afford- 
able housing, apartments are a much better solution. Apartments help create 
stronger and healthier communities by offering enough housing for the workers that 
businesses need, by reducing the cost of providing public services like water, sewer, 
and roads and by creating vibrant live/work/play neighborhoods. 

They will help us house our booming population without giving up all our green 
space and adding to pollution and traffic congestion. And they will help us reduce 
our greenhouse gas emissions by creating more compact communities that enable 
us to spend less time in our cars. 
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Elements of a Balaneed Housing Poliey 

NMHC and NAA have joined together to advocate for a more balanced housing 
policy, one that respects the rights of individuals to choose housing that best meets 
their financial and lifestyle needs. We urge policy makers at all levels of Govern- 
ment to work with the apartment industry to craft a smarter housing policy that: 

• Assures that everyone has access to decent and affordable housing, regardless 
of his or her housing choice; 

• Respects the rights of individuals to choose the housing that best meets their 
financial and lifestyle needs without disadvantaging, financially or otherwise, 
those who choose apartment living; 

• Promotes healthy and livable communities by encouraging responsible land use 
and promoting the production of all types of housing; 

• Recognizes that all decent housing, including apartments, and all citizens, in- 
cluding renters, make positive economic, political and social contributions to 
their communities; and 

• Balances the expected benefits of regulations with their costs to minimize the 
impact on housing affordability. 

In conclusion, our industry stands ready to meet the Nation’s growing demand for 
rental housing. We would encourage lawmakers to support us in those efforts by 
helping to craft a more balanced housing policy and by ensuring that housing fi- 
nance reform efforts do not have an adverse effect on the apartment sector given 
that the sector was not responsible for the meltdown and has a long track record 
of strong performance. 
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Analysis: Credit Capacity of Covered Bonds 


• Covered bonds are similar to asset-backed securities, but 
some differences improve security for the bond buyer 
The underlying secunty interests remain on the balance 
sheet of the issuing bank, and bondholders retain securi- 
ty interests even if the issuer becomes insolvent. 

• Covered bonds are a $3 trillion marketplace in Europe, 
and some suggest that they should be used in American 
muHifamily finaiKe as well. 


• This white paper gives background on covered bonds 
and provides a framework for understanding the risks, 
benefits and iimilations inherent In establishing a similar 
market m the United States. 


• NMHC/NAAs conclusion: A prospective \)S. covered 
bond market should not be considered an alternative or 
a replacement for, but rather a supplement to. the cur- 
rent secondary multifamily mortgage system and the 
GSEs. 
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About the National Multi Housing Council 

For more than 30 years, the National Multi Housing Council (NMHC) has provided strategtc leadership to the 
apartment Industry. Through its highly effective government af^irs program, its busirvess guidartce and re*search 
reports, and Its sought-after Industry meetings, NMHC has developed a reputation as the apartment executNe s 
best ally. 

Based In Washington, DC. NMHC represents the largest and most prominent firms in the apartment industry, in* 
eluding owners, developers, managers, lenders and brokers. The Council benefits from a focused agenda and a 
membership that includes the principal officers of the most distinguished real estate organizations in the United 
States. With Its joint legislative partner, the National Apartment Association, NMHC serves as the apartment In* 
duscry s primary advocate on legislative and regulatory matters, such as housing policy, finance, tax, lechnotagy, 
property management, environmental issues and building codes. 

In addition to providing leadership on public policy issues, NMMC is acknowledged as the preeminent source oi 
apartment-retated Information. The Council Is committed to expanding the scope of industry research by con* 
ducting and sponsonng research on such cnttcai issues as apartment market conditions, resident demo-graphics. 
owning versus renting, Industry structure and the impaci of policy on market supply and demand. For more in* 
formation on joining NMHC. contaa the Council at 202/974-2300 or visit www.nmhc.org. 


C 2010, National Multi Housing Cound) 

Alt nghts reserved. The text porrforrs p/ fhrs work may not be reproduced or tranmtted m any form or by any 
means, electronic or mechonicol, including photocr^ying, recording, orbvmformotm storage and retrieval syi^ 
terns without pemussron in wrning from the publisher. 
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Executive Summary 


in response to the financial crisis and Its severe impact on the U^. residential and commercial/mutlifamiiy mon* 
gage markets, some observers have suggested establishing a covered bortd market simitar to theEuropean model 
as a means ot improvirig liquidity in the real estate finance arena. 

A careful analysis concludes that a thriving domestic covered bond market might indeed provide some addHionai 
liqiNdity to the mortgage marketplace. However the analysis also reveals that efforts to comprehensively replace 
prevailing multifamily mortgage financing mechanisms with a covered bond system would provide limited bene- 
fits at best- 

Most notably it doesn t appear a covered bond marketplace would offer the flexibility and variety of loan struc- 
tures, terms and rates that U.S. multifamily and commercial borrowers demand. Nor would it likely boost liquidity 
by a truly significant eictent. given the need for bond issuers to retain the underlying mortgages on their balance 
sheets. 

The European experience indicates that covered bonds, as a secondary-market mortgage financing mechanism, 
do Indeed provide numerous benehts to various participating parties. Investors earn attractive risk-adjusted 
yields on mstruments featuring low-nsk -second recourse” security. Financial institutions that issue the bonds 
benefit from attractively priced funds and reduced risk-based capital requirements, along with meaningful colla- 
terat substitution capabilities 

These characterbtics can combine to minimize borrowing costs to multifamily and commercial property borrow- 
ers. And any additional hquKlrtv a covered bond market generates would boost the market s overall lending ca- 
pacity. 

But again for numerous reasons this report will detail, it is quite unlikely covered bonds could provide the capaci- 
ty, fiexibility or pricing superiority necessary to adequately replace the U.S. s existing sources of muitifamily 
mortgage credit. 

Among the most significant* 


« in contrast to U,S. commercial mortgage lenders broad flexibility with respect to term and rate strut:* 
lures, the covered bond market is characterized as far more uniform and commoditized; 

• In contrast to the Ui. s generally thriving secorKfary mortgage markets, which allow onginaiing lenders 
to remove loans from their balance sheets, die covered bond structure limits issuer tending volumes by 
requiring them to hold loans in portfolios and retain capital reserves In case of losses; 

• In contrast to European markets, life insurers and other active Ui. apartment mortgage lenders would 
compete aggressively with covered bond issuers with regard to interest rates and loan terms; 

• In contrast to the short-term lengths and consequential - bdlloon” repayment requirements associated 
with covered bonds, American apartment investors are accustomed to a variety of term choices includ- 
ing 10-year balloon loans and longer-term fully amortizing structures; and 

• In contrast to covered bond issuers prohibitions (or extreme limitations} of additional hnanong subordi- 
nate to firsi-prioritv mortgage debt, U.S. borrowers have seen lenders compete by allowing various sec- 
ondary financing structures. 

In additron to these issues, it also remains unclear whether the covered bond structure can become sufficiently 
flexible to anommodate broad-based public-sector partiopation in the U.S. affordable-housing finance arena. For 
instance a significant proportion of apartment production In recent decades has been financed through Low- 
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Income HousIngTax Credit (UHTC) equity investments, and various struaures of tax*exempt or otherwise subsi- 
dized bonded debt. 

Likewise questions remain about whether a purely private American covered bond market could become a critical 
back-stop- capital source during periods of financial instability. While Europe's covered bond market came to 
something of a standstill during the global Rnandat crisis, the U.S. government-sponsored enterprisesfGSEs) Fan- 
nie Mae arid Freddie Mac remained a critical liquidity source ir> the domestic multifamity finance field. 

Nor does the evidence suggest a covered bond market would provide more attractive mulHfamlly borrowing 
rates and terms, nor any greater financial security to American taxpayers. 

For all these reasons, our analysts can only conclude that a covered bond market might augment- but would not 
adequately replace - any of the active components of the U.S. multifamily finance marketplace, including con- 
duit- financing through mortgage-backed securities issued by the GSEs and private Wall Street Rons, along with 
mortgages funded by life companies, banks and other balance-sheet lenders. 

Introduction 

This analysis provides background information on the nearly S3 trillion European covered bond marketplace, and 
assesses prospects for extending ft into the U.S. muttifamfly finance arena, fts primary Intent is to provide a 
framework for understanding the risks, benefits and limitations inherent in establishing a similar market in the 
Uniled States- 

in addition to defining covered bonds, their key features and market trends, this study details the history of the 
European covered bond market aisd discusses how this fully established market fared during the 2008 financial 
crisis, 


In iulyof 2008, the U.S. Department of theTreasury, in cooperation with numerous large banks, announced that 
Treasury would begirs establishing regulations aimed at jump-starting a covered bond market in the U.S. The 
purpose of the initiative was communicated as a means to provide an alterriative form of residential mortgage- 
backed securities 

Several regulatory agencies have been promoting the covered bond model in an effort to irvcrease avaiiabllftY, 
and lower the cost of mortgage financing, to accelerate the return of normal home buying and refinancing activi- 
ty.- as former Treasury Secretary Henry M. Paulson put It. 


Defining Covered Bonos 

in recent years, covered bonds have become the dominant source of residential mortgage credit in Europe. Some 
countries there even look to covered bonds to help Finance public infrastructure development They have also 
been used to finance ships. 

Covered bonds are simitar in many ways to asset-backed securities, but some noteworthy differences Improve 
bond buyer security and hence attract a broader investor base. Most notably, undertying security interestsm the 
cover pool of mortgage loans remain on the balance sheet of the issuing bank - and bondholders retain security 
interests in the cover pool even if the issuer becomes insolvent. 

Accordingly, covered bonds eliminate risks associated with mortgage-derived cash Hows because principal and 
interest are paid by bond issuers. The mortgages m the cover pool, whidi are controlled by the issuer, serve only 
as collateral for investors radier than the source of cash flow necessary to ensure interest and principal pay- 
ments.' 


' European Covered Bond Council Faa Book (2009), p. 32S-33S 
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The co^fdleral risk may likewise be lower than with typical mortgage-backed securities due to asset substitution 
rules and other factors. But issuing banks must nevertheless reserve agatnst potential losses associated witti 
mortgage loans. 

In contrast, mortgage- and other asset-backed securities are typically off-balance$iieet transactions. Lenders sell 
loans to special purpose vehictes (SPV) that issue bonds, thereby removing the credits, along with their risks, from 
lenders balance sheets Absent detection of fraud, investors have no recourse to banks that sell mortgages to 
5PVs. 

Again, covered borid issuers ability to alter loan pools In order to maintain targeted credit quality is another im- 
portant distiriciion, as it further protects bondhokter interests. Issuers can also modify certairi loan terms in order 
to boost credit quality. Collateral substitutions and loan modifications historically have not been allowed witli 
securitized commercial mortgages in the U.S. 

Nor docovered bonds entail material refinance risk, as underlying loans are typically leveraged no more than 80 
percent - a rale secutttized tJ.S. residential mortgages have often exceeded. And even if the issuing bank ulti- 
mately becomes insolvent, the assets m the cover pool are separated from the issuer s other assets solely for the 
benefrt of the covered bondholders. 

Based on the high quality of the loans in the cover pool, the strength of the issuing banks and other security cha- 
ractenstics, most covered bonds receive high credit ratings of double-A or triple-A Bond maturities generally 
range from two to 10 years, although there has been a rerent trend toward maturities beyond 10 years (but typi- 
cally not more than 20], with amonization periods of 20 to 30 years. 


European Regulatory Frameworks 


Current regulations of covered bonds in the U.S. differ somewhat from those in Europe. For instance, 26 of 31 
European nations where covered bonds are allowed (as of December 2007) treat them under "special taw*-baseil 
regulatory frameworks, while a handful oversee them through "general law' -based frameworks 

Under special law frameworks, standardized uniform regulaboris more clearfy detail legal rights of bond holders, 
Including certain regulated Investors that might benefrt from preferential risk wetghtmgs. 

Several key regulatory provisions are common to both legal frameworks: 

* Bond are issued by - or bondholders otherwise have full recourse to - a lender (credit institution) sub- 
ject to public supervision and regulation: 

* Bondholders claims against pools of finandal assets covered by the bonds are superior to the credit in- 
stitutions unsecured creditors; 

• The credit institution is obligated to maintain sufficient assets in the cover pool to satisfy the claims o( 
covered bondholders at all times; and 

• The obligations of the credit institution with respect to the cover pool are supervised by public or other 
mdependent bodies.^ 

According to the European Covered Bond Coundl (ECBC), the market for these instruments would be much 
smaller absent the regulatory frameworks The ECBC states that without the general-law and specisl-iaw based 
framevrorks, the volume of issued and outstanding covered bonds would be approximately 25% of what has been 
seen to date. 


^ Eumpean Covered Bond Coundi Fact Book (2009). p. 96 
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Regulations of covered bonds issued in the U.S. provide for additional bond holder access to pledged collateral in 
the event i jsuirvg institutions are taken over by the Federal Deposit lnsurar>ce Corp. or another regulator. Among 
those provisions: 

• Cover pool assets must consist primarily of home mortgages (up to 10% of assets can be AAA-rated 
MBS): 

• Covered bonds can account for no more than 4% of an Issuer s total liabilities: and 

• The covered bortd asset poo) s value must remain equal to or greater than the bond issue s outstindini 
principal balance. 

Key Beneris, Limptations 

The Fundamental benefit of covered bonds in theory is that they allov/ issuers to funnel bond sale proceeds into 
additional mortgage (and other) lending, while also providing investors wHh additiorral security protections not 
seen with traditional mortgage -backed securities.The other commonly noted benefits of covered bonds to inves- 
tors indude: 

• Strong credit quality; 

« Attractive yields suitable for conservative portfolios; and 

• Exceptional security via the extra recourse layer upon issue/ default. 

Nevertheless, regulation and industry pracbces also create a number of less attractive characteristics that may 
well tend to limit the U.S. market for covered hoods. Among the most notable limitabons; 

• Holding covered bonds on issuer balance sheets limits issuance volume and in turn new loan origina- 
tions; 

• Consequences for bond holders when regulators absorb insolvent issuers aren t yet absolutely clear, 

• Bond term lengths definir^ the European market won t necessarily sabsfy U.S. investors; 

• loan underwriting practices m the European covered bond market may prove too conservative for U.S 
borrowers; 

• No track record to date validates the viability of using commercial mortgages and commerda) MBS rn 
cover pools, rather than using residenbal assets exclusively; and 

• Competition from covered bonds could potentially limit participation of life insurarvce companies and 
private capital sources in multifamily mortgage funding. 

It should be noted that uncertainty over regulatory practices in casesof issuer insolvency - particularly regarding 
bond holder rights to cover pool assets - is thought to be a primary factor in the limited track record of covered 
bond issuance in the U.S. That is, while issuance of covered bonds is not prohibited in the U.S.. to date only two 
U.S. finandal instrtutrons have issued covered bonds. 

Past, Current Use 

Over decades and even centuries, covered bonds have evolved into a key capital markets component in nearly all 
European countries. These instruments date back two centuries to (heir ongmaiion as a means of agricultural 
financing. They subsequently evolved Into public interest and government operations, followed by resideniia) and 
commercial real estate financing markets. 

Use of covered bonds declined somewhat in (he Kf' century as European inter-banii finance markets came to 
prominence. But then issuances increased agairt rapidly in the 1990s to meet investor demand for highly liquid 
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finarvdal products. Covered bonds currently play an important role m the European financial system, and thereby 
contribute to the effldent allocation of capttal and uHlmately economic development and prosperity. 

According to the most recent data available, covered bonds now eQuate to approximately 20% of outstanding 
residential mortgage debt in the European Union. The total principal outstanding at the end of 2008 amounted to 
2.38 trillion ($2.84 trillion) worth of bonds covered by mortgage loans, public^scctor loans and ship loans • up 
J2% from the year-earlier figure.^ 

Mortgage covered bonds continue to dominate the market, accounting for 78% of the gross supply and 64% oi 
(he outstanding volume of covered bonds at the end of 2008.* The five largest issuing countries in 2008 were 
Germany, Denmark, United Kingdom. France and Spain with publiC'sector loans playing prominent roles in 
each. 

figure 1 shows the total volume of outstanding covered bonds by country for the fourth quarter of 2008 for the 
top ID European countries. The U.S. ranked IS'*' of the 25 countries reportedly issuing covered bonds according 
to the EC6C, with a total outstanding volume of $15.4 billion in 2008. 

In addition to the United States, other countries identified by ECBC but not depicted in this chart mdude: Nor • 
way, Netherlands, Portugal, Italy, Czech Republic, Hungary, Canada, Finland, Greece, Slovakia, Poland, Iceland, 
Latvia, and Ukraine. The combined outstanding principal of the top 10 issuing countries at the end of 2008 was 
2,26 trillion ($2.7 trillion), The other IS countries' combmed outstanding volume atthe end of 2008totaied only 
119.2 billion ($142,3 billion).^ 

f igure 2 ; Total Volume of Outstanding Covered Bonds (Top iO furopean Countriesj/Million 






Source: furopeon Covered Bond Council fact Book (2009} 

The ma{or categones of covered bond assets are mortgage loans, public sector loans and ship loans. Regula- 
tof s In each country specify the array of eligible cover pool assets. All European nations that allow covered 
bonds have activity in bonds backed by residential and commercial mortgages. 

’ European Covered Bond Council Fact Book (2009). p. 91 
* European Covered Bond Council Fact Book (2009), p. 93. 

’ European Covereo Bond Council Fact Book (2009), p. 93. 
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Covered bonds issued to fumt public sector lending play an Important role in Germany. France. Ireland, LuKem- 
bourg. Austria. Italy and Spam. Covered bonds backed by ship loans are much less common, lound mostiy in 
Denmark and Germany. 

figure 2: Total Outstanding Covered Bonds by Asset Oassification (Curapean Morket/ 





Source: European Covered Bond Comii fact Book 12009}, p. SS 

Mortgages are Far and away the most heavily utilized cJassirKation among assets used as collateral for covered 
bonds issued throughout the Curopean Union and the Ui. (see Figure 2). According to ECBC data, among the 2S 
countries currently issuing covered bonds (including tlie U.S.)< bi% of outstanding issues are backed by mortgage 
collateral, and i2% are backed by public sector loans. 

It 5 also informative to note that Germany atone accounts for -SSS blNion ($666 billion) of the approximately 
•773 billioni$923 billion) in outstanding covered bonds backed by public sector loans * This indicates that use of 
mortgage collateral is even more widespread than the aggregate data alone might suggest. 

Figure 3 shows the volume of covered bonds backed by mortgage assets for the top 10 issuing countries In Ei> 
rope. Additionally the United States had a total of $15.4 billion In outstanding volume In 2008. all categortzodas 
mortgage asset collateral, according to the ECBC’ Disbursement of covered bor>ds bv category m the European 
Union outstanding at the end of 2008 is shown In Figure 4. 


‘ European Covered Bond Counol Fact Book (2009), p. 92-93. 
' European Covered Bond Council Fact Book (2009), p. 91 
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figure St Total Volume of Covered Bondi Coffateraliied by Mortgage Assets (Euros/BitUon) 



Source: European Covered Bond Council fact Book (2009). p. 92. 
figure 4; Total Covered Bonds Outstanding by Asset Class in Europe/BHIion 
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As tor continued market expansion In Europe, the EC6C concludes; there is a strong expectation that the 
covered bortd market will continue to grow, especially since legislators across Europe have adopted modem 
covered borf d regulations or modernised existing ones- * 

U.S. Potential; Reculatory Framework 

But just how well would the regulatory framework and other factors that have driven growth of the European 
covered bond market translate to U.S real estate capital markets? It's a difficult question to answer with any cer- 
tainty, given that the European market has grown in part because Europe's borrowers and investors don't have 
access to Americaivstyle GSEs or Federal Home Loan Banks 

One way to approach thaiquestkrn is to consider key differences between covered oonds arrd the MBS market- 
place that plays such a prominent role In U.$. commercial and multifamlly finance. Our analysis identified four 
particularly significant differences between covered bonds and MBS as sources of long-term funding for mortgage 
loans: 


• In the event the cover pool mortgages don't pay interest and principal as onginally agreed, covered 
bonds provide investors with a second toon of recourse, i.e., to the bond issuer. MBS do not provide this 
second form of recourse when borrowers are delinquent; bondholders simply face greater exposuie to 
underlying real estate risks. 

• European covered bond regulations allow an issuer to substitute collateral ff some of the underlying 
mortgages default, under-perform or are prepaid; this helps maintain the cover pool's credit quality and 
in turn the bonds' ratings and values. \iS. REMIC- (real estate mortgage investment conduit) rules re- 
quire static MBS collateral pools rather than allowing for collateral substitution*, this means an issue's re- 
payment risk fluctuates in correlation to Hie credit quality of the onginal mortgages. 

• Covered bonds minimiie the risk of prepayment In the event an issuer defaults prior to maturity, by way 
of an Investment contract guarartteelng payments on the bonds from default through mdturrty. MBS In- 
vestors assume prepayment risk potentially resulting from both mortgage defaults and prepayment. 

• in a typical MBS transaction, the securities issuer no longer carries the underlying mortgages on its bal- 
ance sheet - which frees up capital with which to make additional loans. In a covered bond transaction 
the collaieralired mortgages remain as liabiiib'es on the issuer's balance sheet- hindering the volume of 
new lending capabilities compared to a U.S.-style .securitization. 

Another means of assessing the extent to which covered bornfs might play a prominent role in U.S. commer- 
aal/multifamily real estate finance Is to review significant legal and regulatory issues pertaining to structureand 
use of covered bonds here. And while a couple of institutions have issued these securities, iHs hard to avoid the 
conclusion that theregulatory framework today remains insufficient to support athriving domestic covered bond 
market. 

While legislation including covered bond regulation has been introduced, and relevant regulatory agencies have 
recommended frameworks, no current federal legislation or regulations clearly and unambiguously protect cov- 
ered bond investor interests In the event of insoKency of an insured depository institution. 

Nevertheless covered bonds generally are subject to some federal laws and regulations, including the Uniform 
Commercial Code (UCC), Rule 1444 under the Securities Act, Regulation S under the Securities Act, and the Fed- 
eral Deposit Insurance ActfFDIA).^ 


' European Covered Bond Council Met Book |2009), p. 92-93. 

’ European Covered Bond Council Fact Book (2009), p. 32S-33S 
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While more dedicated legislation has been under development (see below), covered bond issuance, including 
issues backed by mortgage collateral, has increased somewhat In recertt years. 

The U.S. Department of Treasury advocates establishing a definitive legislative and regulatory framework that 
would promote Investor confidence and sound market integration. Treasury already provides a Best Practices for 
Covered Bonds- guide encouraging domestic market development (see Appendix A). 

The f Die approved a final Covered Bond Poficy Statement (Appendix B| clarifying the dgency's position on qualify* 
mg covered bond transactions in iuly of 2008. The statement provides a common template to promote the de 
velopment of a standardized covered bond market in the U.S. 

Two large domestic financial institutions. Bank of America and the former Washington Mutual Bank (subsequent* 
ly absorbed by JPMorgan Chase), have helped pioneer early U.S. covered bond issuances. These private-label is- 
sues aimed to comply with state laws of New York and Delaware. The general covered bond structure utilized by 
U.S. banks is depicted in Figure 5. 

figure 5; Simptified (5PV) Covered Bond Structure Currently Used by US Bonks 



setfn:i|wi<»-. - Hrrf Urv 

Source: (uropean Coveted Bond Market fact Book (20091, p. 327. 

Bank of America, Citigroup. JPMorgan Chase and Wells Fargo have announced their support for the two key 
statements addressing important U-5. poficie.’: regarding covered bonds. These institutions have also shown inter* 
est in setting up programs using the guidelines, or aligning existing covered bond programs to the standards un- 
der the final FOIC Covered Bond Policy Statement and the Treasury Department Best Practices Guide. 

The struaure proposed under this policy statement, and under consideration by those institutions, is depicted in 
Figure 6. 
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figure 6: Potential US Covered Bond Issuance Struaure 







Source: Curopean Corned Bond Market Fact Book (2009}, p. 327. 

Although some Ui regulatory authofiti&s have shown reluctance to establrsh dedicated covered bond regu- 
Isbons, the Treasury Seaetary m early 2009 suggested such legislation should be considered in the context of 
broader housing finance reform efforts. Again, Treasury maintains that dedicated legislation clearly address- 
ing investor interests in the event of issuer insolvency could help instill investor confidence in covered bonds. 

Mulbpte legislative proposals have been introduced In an attempt to regulate the U.S. covered bond market. The 
most recent proposed legislation, The U.S. Covered Bond Act (H.R. 4884) aims to fadlitate a covered bond market 
and provide a more comprehensive legislative framework than preceding bills. 

The Act would establish regulatory oversight of covered bond markets, including broad proWsionsfor default and 
insolvency of covered bond issuers, and would subject covered bonds to oversi^ by federal securities regula- 
tors. The legislation also directs the U.S. Securities and Exchange Commission to develop a registration process 
for covered bonds that are not exempt from SEC oversight. 

Eli^ble asset classes under the proposed legislation Include: residential mortgages, home equity loans, commer- 
cial mortgages, public agency debt, auto loans, student loans, credit card debt, small business loans, and other 
asset classes not yet Identified by the regulator. 

Opponents of the legislation question whether a covered bond market would improve liquidity in the U.S. mort- 
gage market. They also cite the additional bank failure risks to which covered bonds would subject the FDIC, 
along with the related hikes in FDIC deposit insurance rates. Proponents counter that H.R. 4884 is not intended 
to fadlitatea U.S. covered bond market that would replace existing sources of finance, but instead aims to pro- 
vide additional liquidity complementing other forms of mortgage funding. 

Financial Crisis iMPAa 

Though long considered a reliable and durable source of mortgage capital, the European covered bond market 
neverthelesa suffered its share of distress during the latest global financial meltdown. It remained liquid longer 


^ Treasury Department Best Practices Guide for Covered Bonds, p. 9. 
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than many other whole^ie funding markets, but was ultimatelv rendered dormant tor several months during the 
last quarter of 2008 

In the wake of Lehman Brothers collapse in September 2008, the European covered bond market went without a 
public issuance until early 2009. Nevertheless, the market did record some positive growth over the course of 
2008. While some European jurisdictions haven t seen new issues since then, the European Central Bank reports 
that the number of issuers has doubled since 2008 (from approximately 7S to 150 issuers)." Of course it helped 
that the European Central Bank (ECB) sponsored bond purchase programs to facilitate liquidity 

Despite some -60 billion In ECB-sponsored purchasecommitments, however, the return of liquidity appears tobe 
limited. Covered bonds over the past few calendar quarters have traded at historkalfy low volumes and at histor- 
ically wide yieid spreads over their relevant benchmarks, 

And now, m 2010, as the perplexing European debt crisis continues to unfold, the expectation is that efforts to 
resolve state fiscal issues will deflect interest In the covered bond market somewhat. Despite these challenges, 
new players continue entering the market, and existingissuers are able to expand programs, offer multiple prod* 
ucts and diversify funding sources. 

Conclusion 

Based on NMHC s analysis, we corvdude covered bonds would appeal to Ui. investors due to the generally strong 
aedit quality of the underlying mortgages and real estate and the attractive yields they might generate without 
altering risk profiles of conservative portfolios. Covered bonds can also help diversify portfolios while protecting 
investors through the additional recourse they provide In the event of default. 

Accordirtgly, it appears an active, unambiguously regulated covered bond marketplace would provide some de- 
gree of additional liquidity to the domestic multifamily finance arena. 

However, based on the performance of the fully regulated and long-established covered bond market in Europe 
dunng the financial crisisof 2008, it is clear that this investment category has limitations. Likewise U.S. regulatory 
authorities have expressed concerns about a covered bond market s potential for increasing the risks that the 
FDIC or other agency migfit have to bear. 

Therefore NMHC also concludes that a prospeaive U.S. covered bond market should not be considered an alter- 
native or a replacement for, but rather a supplement to, the current secondary multifamily mortgage system and 
theGSEs. 


European Centra) Bank Annua) Report, p. 19. 
Anofiin: Cmtir Copotiry o; Covered Bond\ 
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FEDERAL DEPOSIT INSURANCE 
CORPORATION 

Covered Bond Policy Statement 

AGCNCY: Ftsieral Deposit Insurauce 

(urrponilinn (FDIC). 

actjon: MnaJ Staioment of Policy. 

SiMMARv; Tho Pednral Dejiosil 
liuiuioncn Corporotino (Ibc IDIC) Is 
publishing a Real pnlicv statamuni on 
Ihu Irealittmil of «»v«nnl l»mls in a 
cunservalomhiporreodvursbip. Tliu 
policy .statement provides guidance on 
the avoliahllity oioxpedilod access to 
rotldieral plodgod for oertain covered 
bonds after the FDIC decides whether In 
Inrmiiiate or continue the IraiLssction. 
SpeclRcally, ibu policy stalemeui 
cliiririM hflw Ihu FDIC will applv thu 
r;unsonl ivquirranents of section 
11(e)(rj)(C)uf Ihu Federal Deposit 
Iftturunu' Act (FDIA) lo such coverpd 
bonds lo farililate Ihu pnidoni 
development o! dm LIS. covered baud 
market cuaslsitml willi Ihu FDlCs 
respuneibilithts m (nnsvrvalor or 
mteiver lot uisumd deposittrty 
lustilulions |tDI). As the U.S. covereil 
bmtd mariet develops. Fuliire 
(UodiRcalioas or amendtseiuls may be 
uinsiderad by the FDIC. 

DATES: EfftfCUve ftotrlaly 28. 2008. 

FOR FURTHER WFORMATIOH CONTACT: 
Richard T. Aboussie, Assorialo Genunil 
Cuunsel. Legal Division. (703) S62- 
2432: MkhMl H. Krimminget. Spucial 
Advisor for Policy. (202) 808-8950. 

Sin>PLE«ENTARY INFORMATION: 

1. Background 
On April 23. 20IIH. the FDIC 
puhliilini Ihn Inlerim Final Covnnvl 
Bund Puliev Staloment for public 
auniuent. 73 FR Z 1040 (April U. 20081. 
After r;arofidlv reviewing and 
ronsidering all (’ommenls. the FDIC has 
Mdoptod certaiu limited reviatoo>aini 
tdariRiatiuiis to Ihn Inturiro Policy 


Stsimneut (as discussed in Part 11] in the 
Final Policy Sialrnnent.' 

(.TUmolly. there are no statutory' nr 
regulatory prohibliinns ou the bcsuance 
of covered IkukIs by C.S. banks. 
Thnnrture. to mduu' markol nncurtainlv 
and clarify the upplicaliim of ihe FDICs 
siAtulurv aulhurilivs lor V.S. covered 
bond (lans&ctions. the FDK! issued «n 
biiortm Policy Stalemmit to provide 
guUlaiKX on the availiibillly of 
Bxiwdlted aaesslo colUlersl plw(h>eil 
for certain coven^d bonds by IDts in a 
conservatorship or a receiversliip. As 
dl« ttssed below, under section 
] l(o)(l.3)(C) of (bo FDIA. any Itijuidatlou 
ofcollaleral of an IDi placed into 
cintMirvalimdilp or nioulvenship t«(|ulr(» 
ibu consiml of (he FDIC during the 
initial 45 days or 90 days after its 
dpiKiiiitAiiuii. [especiively. 
(>>ii.'i(XjUontly. issuers of rovprod Ivuids 
have Incurred additiooal costs from 
inaitilaimng additional liquidilv netsied 
lo Insuni runtiimed paymuni on 
tmlslandlng bonds if the FDIC as 
conservator or rn^iver fails to oiake 
pavmenl or provide aaT»s to ibr 
plodged coflaloral during these periods 
after any decisiuii by the FDIC to 
turminate Ihu covered Ixuul Iraniiacliou. 
Tbo Policy Stalmnunt does nut impose 
any new ^)I!gations on Iho FDIC, as 
conservator or receiver, but does dofinH 
tlm circumstances and thn spedRi 
coverod bond iraitsaclinns for whidt thu 
FDIC will grant consent lo expoditod 
access lo pbxiged covered bond 
cullalira). 

Covorad bonds am general, non* 
deposit obligation bonds of thn issuing 
I Milk 8(tt:(ired by a tiieilgn of loan.s that 
remain on lh<« Itanx's balance shmtl. 
(aisprod bonds originated In Furope. 
where (hey are Mib et.! to e.xiMisive 
sintniory and siiporvisory rogulaiion 
designed to prolec-l the interosls of 
covered bund investors fnmi the risks of 
i'nKolvency of (be Issiiitig hank. By 
conirusl. covnrod (mnds ate a relatlvelv 
new innovation In the 11.5. with unlv 
two issuors lo dale: Bank of Aniorhai. 
N.A. and Washington Mutual. Thesu 
Initial U.5. covert bunds were Usned 
in Seiiiember 2006. 

In the covenHl Itond trensscilum 
initialod in Iho (/.S. lo dale, au IDI sells 
nmrigaga bonds, secured by motlgagiss. 
to a IrnsI «ir similar etillly (''Hpetaal 
purpose vehicle" or "SPV’').* Tbo 


' Ktf «»• cd robmev. lh<> ItiMOn Fuwl (AivwnJ 
Bxiwl PuBcy StiilnMwt piltiulintl un AjhiIXT 
^OOi. will W ntnrwl lo m Ibe Iniwitn Fotky 
iUMHiiiBil Tin tliut On«n<il Buad PuUi.\ 
SlMiHiMii witl U ntHnsI in *» ibe fbUrr 
SfattUIMl 

<Tlw FtNi: unamlniirfkllM iwrtwti |Blll•ll(wl 
InMM IM) propen » Oithrmil UTvUaie tbM •!««« 
■iMlMnMlvolliHiaHiilmM'V rinVINCmiwnn* 


utodged mortgages romiiin on (he IDFs 
balanci! sheet, securing the (OFs 
obligation to make paymonls on the 
debt, and the SPV' sells covered bonds, 
secured by the mortgage bonds, to 
iuvostnis. In the iwenl of a ddauK by 
Ute (Dl, the oiorlgage bond tiustee lakes 
piissessimi of Iho jileiiged mortgages and 
(HinllniHis lo maku pnymtinls lo the 5PV 
lo service Iho r^ivnrod bonds. 

Proprinutils argue that (overad bonds 

( irovide now and lufdilional sourcos of 
Iquldity and diversity to an 
tnsUtuliun's funding fiase. 

Tbo FDIC flgrrw tnnl covered l»mls 
may be a use^l liquidity tool for lOIs 
&s ^ of an overall prudeni liquidity 
miinageuitml framework and within (lui 
patfimpleni sel forth in the Policy 
Slatenivnt WliitRC0veredb(md5.liku 
other secured liabilities, could increoso 
tbo oasts lo the deposit insurance Rind 
In a leceivarship these potonllul ensU 
imisl Iw baiauuK) with diversification of 
MnitccK of liquidity imd the Iwnufits that 
accrue from additional on-balance sheet 
Alternalivos to securitixaliun for 
financing morigago lending Hin Policy 
Statement seeks lo balance these 
i:onsideTalion.*> by clarifying the 
condtiiom! and cin:uinslAtu»s imdor 
which the FDU^ will grant aiilrimalic 
consent lo access pledged Doverod bond 
collateroL Tho FDIC believes that the 
prudential limitations set forth in the 
Policy Slatemiinl permit Iho incremental 
development of the covered bund 
markirt, while allowing die FDIC. ami 
(ilhat refpdaiors. Iho opportunity In 
evaluate those transactions wHhin (he 
U.S. iiiortgBgi> market. In fidfillmuiit id 
its rosjinnslhilltbwrfs deposit insurer 
and renvlver for failed IDIs the FDIC 
will coullnue to ravimv the 
ituvelopmenl of Iho <»vtmNi Imnil 
ranrkHplace in Urn UJ*. and ahiriad to 
gain hiither insight Into the appropriate 
role of covered bonds in IDI funding and 
Iho UJ>. mortgage maiket, and their 
puiential consequimens for the deposit 
imuturu^! Inncl. (Tor ease ol reference. 
Ihroughnut this discussion, when we 
refer lo "covered bond obligation." wn 
are reforTing lo the part of the covered 
bond transartion comprising the IDFs 
debt obligatiou, wbet^rtolheSPV 
mortgage bond trosttie. or other parties; 
ami "(xwenNl Imttd obllgat" is ihw anlily 
lo which Iho IDI U indobtod.) 

Ibidisr (Jifl FDIA, when the FDIC Is 
appm'ntiid «»nservator iir rwsivur of an 
11)1, contracting partir^i cannot lorminatw 
Agreements with Ihv IDI beiauae ol the 
iiisolveiH V iis«lf orthe e|ipiiintmmit of 


lOi OplKlMI ahuul ill* Ap|Ntl(NlAMnw* <■( .t|*V ut •• 

lOlM "illmi iuwaHQi ‘ laiHii Uimhiim 

4lilu>>i||li Ml Hn romplv with ihli .smmwm uI 

IWlRf 




85 


Federal Register/ Vol. 73. No. US/Montla)', {illy 2H. 21K)8/ Notices 43755 


tbo (Dnservatoror receim. In Addition, 
ounlnicling parlies niiisi (ibtdin the 
PDICk cunsunt daring the day 

period attor appointmnnl of FDiC ss 
(oiuMrvator. or during the ninety day 
pAriod alter appoiutmnul nf FDiC. as 
receiver belom, <imuQg other lhtn|!S 
iumiinatliig any uuniraci or littuldaling 
any rallalaral ploi^ fur a securod 
transaicliun.' During this pnriud, Ihi* 
FDIC must stilt comply with otherwise 
cnforceablo provialou of the contrad. 
11)c FDIC al^ may tormiiiate or 
repudiate any amlrud ol th<» IDI tvilhiu 
a rua.soMai»le liiiui aflur the FUfC's 
appoinlmoni as ccmsmnlor or rooitis'er 
II Ihp urnservutur ur R!i.e»vcr dotraminos 
that tin* agiMunnnt b biudonwimn Hnd 
MiftI Ihnrepudialicmwill pntiuutidha 
onferly udniuiistiatlou of the fDr.s 
atfaini.* 

As r:nnsoTTat(ir itr repHwir for att IDi 
the FDIC has three options in 
responding to a properly strucluml 
covered bond transaction nf tho IDt: 1 1 ) 
Continue to perform on the covoted 
ljon<l traosaclion under its (mina; (21 \m 
uff the novurad Imuds in cisii up In llie 
viilup nf Ibn plmlgcd colialerel: or (3) 
allow iiguldallon of the pledged 
collaient to pay off the ('overed bonds, 

U tlie KOIC adopts tW fast option, it 
would umlioue tu make the covered 
Imnd paymunis as sidieduled. The 
second or third ufrtiuns wimld be 
tiiggenid If Ihe FDIC mpudiatud Ibit 
imnsadion or if a mnnoUry dvhnill 
uccunvd. In both cases, the par vnluv of 
tho covered bonds plus Inteiesi accrued 
lu the dale of Ihe appuiutment nf llm 
FDIC as coaservalor or receiver would 
Imi paid ill full up lu thn valtin tif liio 
(xillalural. If Ihe value of the pledged 
Lotlalonil exLoedvd ibi* total umuunl of 
dll valid i.'laims hold by th^ wcurod 
^•Allies, thb oKrew value or over 
uoUatcrallzatioQ would bn rotumml to 
Ibn FDIC, a.s ( onsenahir or receivor, fttr 
dLstribulion as iiiandalm) by tho PDIA. 
On ibo other hand. If there wirre 
Itisuincient collatural pledged to oovor 
dll valid claims by tho sociired ptuiies. 
tbo dmount of the cluinis in excess of 
lliB pledged collateral would be 
unsecured claims in Ihe rwrtitverBhip. 

While the FDIC can ropudinle the 
underlying contract, and thereby 
UffToioaie any cuolinuing obligailiuts 
iimier that contract, tho FObX prohibits 
tho FDIC, a.s cooMfTvaior or receiver 
frutn avoiding any legally enlorcenblu or 
perietied securilv inl<iroBl in Itu* assels 
of tho IDI unlttss Uio intcrosl was liikun 


'S#rut'.ac.<arii»iltii(C} 
*&>i3U.ST.«ailM|])«iHliu) Hk* 

IMirtMiHM du iHil 4{ipit Ht llw mAumt («i 

fiiMUClal lOAlncli" to iMUimI m SMTliod 
i>(fiitiiiH>Fai.<yu.!M»iriiar: uuiHS) 


in lontomplaliou of the IDI’s tusolvency 
or with the inient to hindur. delay, ur 
de.huud the ID! or its creditors.' This 
statutory' provision muures protection 
lor the valid clalras of socurod creditors 
up lu the V’Ulue of Ihe pledged cidlnlBral. 
After a dofaull ur repudiation. Iho FDIC 
os conservator ur reudvor may either 
imy rasulling damages in cash up to Iho 
value of Ihe collateral or turn ovor die 
cuilaleral to the sacured piirty frjr 
liquidation. For ffxample, if the 
conservator or receiver repudiated a 
enverod bond transactlou, as diMaissed 
in Fan n bnluw. It would (»y damages 
limited b) par value uf Ihe (overnd 
iKuids and accrued iniorest up to Ihe 
tlatt< orappolntnienl oflheunuorvator 
ur receiver, il sufficient collalma) wa.s in 
Iho cover pool, ur turn over thu 
cullalvraJ (or tlqaidalicm with Ihe 
cnnsoivalur or receivor recovering any 
proceeds in excess of those damages, hi 
lic|ui(tali»g any collalutal for a isiveruil 
bond transaction, il wrtuld be esavntial 
that Ihe secured party liquidate ihe 
cnlJatenil in a commiuti^Jy reasouahlo 
arul expedHious manner lakitig into 
ancDunl Ihe (hon-oxisting mar^l 
cundltiuns. 

As noted abovu, existing covurvd 
bond transactions by U.S. issuers have 
used SPVs. Howovor, nothing in tho 
Polity Slalemeut requlns the iLse ol an 
5P\’. Stune ({iimlions have Imkui fwsed 
sixiul the treatment of a sulisidiary or 
SPV altirf appuinlinenl of the FDIC as 
tonsorvdior w receiver. The FDIC 
applhts wolhdeftned siand<vds to 
delermine whether to tmit such entitiRii 
a.s "seiiarate'* fnmi the 101. If a 
siibeimarY or SIW. in fact, has fulfilled 
all iw)ulreinonts for treatment asa 
''.seunrotb" entity under applicable law. 
liierDIC 05 umservatur ur recuiver has 
not appltud its atmutorr powers to Ihe 
subsidiary's ur5PV's contracts with 
tliini portios. While the dattirminalionof 
whether a siibidbuy or SPV has Imen 
nrganiMKf and mainiainod as a separate 
entity froDi (he 101 must bi; determlDed 
based on tho specific facts and 
cirrmstanc'es, the .standards for such 
(h)d.sions am set (ort)i in generally 
applicolde iidiciol decisions and m Iho 
FDIC's le^uJotiun governing subsidiaries 
nf insuml state banks. 12 CF 3 2.4. 

The requests to the FDIC forguiilance 
have fociLsed prindpally on the 
cooditioas under which the FDIC would 
grant nrmsenl to obtain MillaUrral for a 
covered bond transaction he6>re the 
HXpiralion of Iho forty-live day period 
afitirappoinimvni ofa conrorvator or 
die oiuely day period after appoiotmeui 
uf a receiver. IDLs inlerested iu iaouing 
covered bonds have oxpnieseil concern 


•X!rnu.s.c intuKiii. 


(hat the retpiirement tn seek the FDIC's 
consent behire exercising on the 
culklcral after a brearh could intemipl 
payments to the cuvorad bund ohiigmi 
for as long m 0 dayx, lOJs can provide 
fur additional liquhiily or other hmiges 
to anconioiodalfl this polonlial risk to 
(liHomlihuity ofcvivered l>uiid 
payroents hut at an additional cost In 
die tranMcthm. loierraimi ponies 
vequRsled that the FDIC providu 
clarincation about how FDIC would 
apply iKo consent requiremoni with 
r^pocl lu otvered bonds. Accordingly, 
the FDIC has detetminml to issuu this 
Final (Uivnrad ond l\)liry Stalemttnl in 
order to provide 4.ovun>d bond Issuers 
with final guidaiif4> r>u how thn FDIC 
will treat covered Iwnds in a 
nonstirvatorship or tccuivenihip. 

If. Overview of the Comments 

The FDIC recoived u|i)»roximalBly l.iri 
iromroent letters on the Interim Policy 
Statement; tk^ included lummenls 
from natinoal banks. Fiularal Home 
oan anks. indicstry groujis and 
individuals. 

Most ( oourumtera encouraged thn 
rniU to aiiopi Ihe Policy Stalvmiint tu 
clarlly hmv Iho FDIC would Iraal 
i.uvtuvd bunds in dio case of a 
consurvaiorsbip or rocolvership and, 
thereby, fairllilaie the dewdopmenl of 
Ihu U.S. enverud bond market. The mote 
detadod lommonlb fncused un uno uf 
more of llw fullowirq; lati^es of 
tssius: ( 1 ) Thn FDIC's discretion 
regarding covarud bonds that do not 
iiomptv with the Policy Slaleniuni: (2) 
application lu covered Iwnds cumplatetl 
priur Ui Ihe Piilicy Statuineut: (3) ihv 
limitation of Iho Policy Statemeni to 
cuvered bonds not exceediitg 4 peituiit 
nf lialiilillRi: (4) the eligible colialerel 
for the cover pouU; (3) the measure Uf 
danirffies provided In the 'Wont uf 
default or repudiation; ( ] the covered 
Imnd tann limit; and (7) fmiural home 
Imm liank advances and assessmtinb. 

Cerlaiu banks and iodiLvlrv 
asKorialimis sought dHriftcalinii alxmt 
Iho Ireatmont ofeoverod bonds that do 
not comply with the Pulic'v sStalment 
l)y (he FDIC as urnsruvator or nnelvur. 
SiNxirically. rommontor'i asked the 
FDIC to clarih' that If a covered hood 
i.wuaii<;e is not in coniormanoi with llm 
Policy Slalcmnnl. the FDIC retains 
discretion tu grant consent prior to 
uXfdralioii of thtf 45 or it day pori()<l on 
4 casrt4)v-rase basis. Umlor Soctinn 
n(e)(I.'l)(C] of Ihe FDIA. tho exercise ot 
any right or power to terminate. 
accMlwrate, do:larua default, or 
othtiiwise affect any cunlrnrl uf Ihi* IDI. 
or to bkv possession uf any property of 
Iho IDI. roquiras the ignsont of llm 
coDsarvator or reteiver, as appropriatu. 
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during (be 45*<1aY period or 90*11^)' 
period aRirr (he «b4« cif the appuiirimutit 
uf (Iki i'urmrvaUfl' ur rernim. at 
applicable. By (be stahiton- (enn!>. the 
coftservatur nr melm feiaiiifi the 
dUcroUoD (it give cnmonl ou a < a2>e-bv’ 
case tMsis after cvaluatiuu by the FDIC 
ii{>on the lailiim td tite iuuer. 

CjjDinicnts hum benhs who Usued 
covered bnqds prinr to (ho FoMcy 
Statomeiit rcquosiod oitber 
gnudfalbering' nl preoxudrig covered 
tonds or an advaoce delemilnRljon by 
lint FDIC before! any appoinltnwt uFa 
coiuervator ur receUer (ha( specific 
preexisting covered bnnrU qMaJifiHil 
under the Policy Staiunieui. After 
carefully coosidertng (he coinmiuits. the 
FDIC has diHirrmined (hat (n 
'graticlfalbvr' or olhnrwiso pitrmil 
mttrtj^ges or other collHleral (hat do nut 
moot the spoclftc requirouteuis of (ho 
Policy Siatwuont to suppijrt roverwl 
lionds would not promote Klahle and 
rasilienl covnnni (rand.** as encompaiiMid 
williiu the Nky Stflleiusnl. if 
preexisting coveted bonds, and iJieir 
colletcnd. olberwlse i^ualify nndur Iho 
standards specified in (he i^licy 
Kialemeiit. Iboso envemi bonds would 
be eligible for (he experlited access to 
nilltiivrrtl provided bv the Pollcv 
SiMiumunt. 

A number of rnnuuenters reqiutsted 
(hat Iho lltnltAttoii of eligible ixtvered 
Ivtnds to no more tiian 4 percent of on 
fDFs total IJabilitiBS should be removed 
nr ImnsKod. Cnttnininturs also nitlud 
Ibal nihnr onmltioB apphing a <^p have 
fused Ihe llmilaiton on assets, nut 
iiablliiltK, The Policy .Stutemuni Applies 
to mvATod linnd iiKuances dial comprise 
no mote than 4 percent of on 
instilnlion's total liabilities ainoe. in 
lati. as the propuriion of secured 
labilities inaeases. the total unpledged 
assets available to satisfy llte claims of 
uninsured depositors and olhnr 
creditors from Iho Dopnsii Insurauce 
Fund decrease. As a result, the FDIC 
must forusnii the than) of an IDl's 
liabililios that anr SHcnted by collateral 
and balence Iho additional potential 
(roses in the laJlurA ul an ID! against tho 
bnuents of inrreosed li(|utdity for opuii 
usiiluUoiu. The 4 percent limiiatlnu 
under the Policy Statemeiil isdesigiiM) 
to permit the PDIC. and oilier tnguiatot!!. 
an oppurtimlty tu rn'iilunto (he 
(levdopment of the cuvered bond 
market within the financial system of 
tikfi United Stains, which dilfm iu many 
respetis from that in uthor countries 
deploying covitred iKuida. Consequently, 
u'hilo changes may b» considered to Ibis 
limitatiun os the uovored bund niarkvt 
(leveJops. the FDIC has der ided not to 
moke any ebaugo at (his timo. 


A number of cmuroeulers sought 
Bxpansion of the mortgages dolined ls 
" eligible mortgages" and the e.\pansjoQ 
of wllalenil lor rover pools to Inrlude 
nlher assols, such as seconddioa borne 
mptily lunns and himm etuiily lines of 
credit card recoivablcs. 
muilgages on Lumuiurtial pruperiles. 
public .sector debt, and student loans. 
Other annmenters requeslod that 
"flligible morlgagtet" should be defined 
solely by Ibelr lo(U)*10'Value (LTV) 
ratios. After considering these 
comments, the FDIC luis determlood 
that its interests In efiicient resolution 
of IDls. as well as in Ihe initial 
ilevelopifteul of a resilteni loverod bond 
mofket that ran urnvide reliablA 
ib|uidity for weil-undrmvriittm 
murtgagos. support nHcntion of thn 
limitatiuns un collateral fur quall^tng 
fovdfud Inmds in the (ni«rim Polii) 
Statement. Recent market experience 
iteinonstniles tbut many morlgj^ that 
would nut qualify under (be Policy 
StainuioiH. such as low docuniuniailoi) 
murtguges, have dociined shar|dy in 
value its (xedtt cnndillong have 
rtetarioralod. Snimt of Ibu olhur assets 
proposed are subjeit (u substantial 
volatility os well. whiU others would 
not speciftirally support addilioiul 
Ihpiidily fur wulbunihirivritlm] 
rosidentiai raurtgages. As noted ahuvn. 
(eriain provisions of the Policy 
Slolpmuiit may be reviewed and 
reconsidered as tb» U.S. covrmHl bond 
tnaikct develops. 

With regard to the coromanu (hat LTV 
be used as a guide to determiue an 
"eligible mortgogn.'* the FDIC does nut 
believu that LTV cun snbstlUile for 
strong undorwriling iTlteria to nnsure 
susiaiuable mortgages, in respouse to 
lire cominuuls. and the Imporianl nde 
tbui LTV pUys in mortgage analysis. Ihv 
Piility Statement will urge iums to 
dUclosu LTV For inorlgagus in the covur 
puol to euhauce Iraiuparency far tfie 
rxiverad bund luaikot and promote 
atablu uover pouU. ilo^vpver, auapooific 
LTV limitation will be (mposofl. 

Two cumroenteis suggnstod that tlic 
Policy Statement should be cldrlfuKl In 
|H!raut the substitution o! cash as covtsr 
iMiol collateral. The Pulley Stiitinimnl 
has been niodirnsl to allow fur the 
subeliOitiun of cash and Truosur) and 
ugency securitiiw. Tim sulialitution of 
such coUaioral doiis not impair (he 
strength of the rovet pool and mas’ be 
an imporianl tool to limit shorldurin 
strains un issuing DU il eligible 
mortgages or AAA-nilcxl mortgage 
sei.iirlties must bo withdrawn from lha 
rover pool. 

A number of commenters requusted 
guidance on the calculation of damages 
the receiver will pay to holders of 


covered boods bi the case of repudiatiou 
or default. Under Vi U3.C. 1H21(0)(3|, 
(be liability of the cunservalor or 
receivnr for the dUaffirmaniw or 
repudiation of anv conirarl U Umilod lu 
"achtat ilirmH cninpeiutatury damagm" 
and dnlerraimxi as of (he date of 
appoiatoiertl of ihn conservator or 
retsivor. In tho mpudUitioD of contracts, 
such damug« geiienilly are deflDcd by 
Ihe iununni dun under the nontranl 
repudiated, but excluding any amounts 
lor tost profits or opportunities, other 
bidirect or cnnliagent claims, pain and 
mifftning. and axemploiy or punitive 
damages. L'ndur the Policy Stalnmenl. 
(he FDIC agrees (hat "actual direct 
compAiisAtory rtaiuages" due to 
bomlbaidurs, or their represeiila(tv<H.s). 
for rupudiiition of covered bonds will be 
limil^ tu the par value uf the bunds 
plus acTTUud liitoreit as uf the dalti of 
appnutiuimt uf the FDIC os cotuervalor 
nr retsiviv. Tim FDIC aniictpalos thal 
IDls Issuing enverud Imncls. liku other 
uhltgitliuns iioaring interest rale or ighw 
risks, will undertake prudent budging 
strategies for .such rists a.s part uf thnlr 
risk manogtiment program. 

htouy ciimmniilere suggnstnd (bat (be 
Khvear brnn limit should lie remnvwl to 
permit longerHunn covorud bond 
iMlurllitss. After reviowing the 
comnieuts, the FDIl'. agrees (bat longer' 
term covared hmul.s abmild nut p<iBe a 
signifiamt. additional risk and may 
avoid shortdurm funding vulalilily. 
Then^fure. the FDIC has revised tlm 
hitorini Policy .ttaiamont by increasing 
(he lerui limit fur rxivcrod bntidii from lU 
vsBRi to 30 yearn. 

A uumbef of (Jie Federal Homo Luon 
flanks, and Ihoir menibHr insUtulinns. 
ubjoctud Id the inclusion of FHLB 
advances in the danniiion of "secured 
liahilitiAS," any bnpo&od cap on such 
advanufs. and auy changR m iu-ressmeni 
rales. Diulei 12 C(Tt part 360.2 (Federal 
Home Luan Banks as Secured Crediting), 
secured liabilities inriude loans from 
the Fiideral Reserve Bank rliscoimt 
wimiow'. Pediiral Home Uian Bank 
(FHLB) rtdvanciis. fvpiirT:hB.su 
agreements, and publlr deposits. 
However, the Policy Statomcnl does not 
impose a cap on F1fLB advaures and 
has no effuct on an (DCs abilily to oliiain 
FHlJf advances ur its depusil insurance 
.tfsessmenis. The Policy 5totvmi«n( 
solely addressus coven^ bonds. 

However, ns noti*d aliuve, where on 
IDl radios very heavily on vx ured 
liabilitliis to Douu.e its lending and 
lit her bwiini»« acllvHies. it dws pose a 
grvalar risk ttf loss lu the Deposit 
Insurance Fund in any failure. Should 
(be txivered bond market devciup a> a 
significoni s<iurr<i of limding for IDls. 
and should that dovelopmont crcsile 
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autKlonliat luonewts in an IDFs re)iauc:i} 
on secured funding. It would inaeaw 
the FDfC’s losses in a failiin] and 
peiliaps milwetiil) llto IwnuRts of 
improved liquidity M a result, it is 
aptmipriaiK for litu FDIC to t:uusidur ihn 
risks of such inunised losses. 
Con^ideratlun of lliw>e risks mav occur 
iii a pnMihln fulum rrauesi fnr 
uunmeiiis on secured liiibilities. but 
Ihev ant tint addrBSii^ in this Ifolicv 
Slblumunt. 

in. Final Statement of Policy 

For the purposes uf this hml Policy 
Slftlemonl. a “coverfd bund” is dctinml 
AS a nm]>doposil. i\K'i>iirw didit 
obligation of an IDI with a letni gmitBr 
than one vmx and nt> more than thirty 
years, that is M^urod dinrclly ur 
indiroctlv by a pool of eligible 
mutlgages or. nut Aacei*dlug tea percent 
ufthii udiaiami. by AAA*nil<Kt mortgngH 
builds. Thu lorm “covetvd bond nidigee'' 
is the entity to whult iltu IDI Is 
indebirnl. 

To provide guidana* to potential 
rovofeil bond i&stiurs and tnvmtor», 
tvbUc allowing the FDIC to evaluatu the 
(Mluntial ImnufiLs' and risks that ixivunui 
bond transiiclions may paw to Ihir 
deposit insuranue fund in (he V S. 
luiirtgagu niarkai. the appiMtoo of the 
(tolicy stuteinuni is lliniloH to (urverud 
bonds that Rioul Ihu following 
staniianls. 

This Poiicy Stalemeul nniy applies to 
ouvufud Imml isstiancBS ntadu Nvilli ihu 
consent of ihu IDl's primary fodrual 
regulatur in which the IDi's total 
covmud bond nbligoliuns at such 
iMuaiicu loinprisu no iiiure than 4 
penruiil of an iDI's total liabiiitiiB, The 
FDIC IS concorn(*d that iinrestricli?d 
growth svhllu the FDIC U evaluating the 

loiiliiil benefits and risks of covuitKl 

nds could excessively incmase the 
proportion of secured liabilities to 
imser.iiRid tiabililies. TItri larger Ibit 
batannu of secured liabilities on (he 
balunia.' shvel. the smaller (he value of 
iisseis that are aveiUblo to satisft' 
depositors and gniumt credHora. and 
coQsequuully Ihu greater the potential 
loss tu the rbiposU lasunmuR Fund To 
address these loncnmc. thti policy 
Btaiemeni is limited to covered bonds 
that comprise nu mure than 4 pt^nutil of 
a financial institutions total liabifities 
afiBr Usuarure. 

In order to limit liui risks to the 
(loposii Insurance fund, applliallnn of 
lhi> Policy Stalument U restriued to 
ouvered ^od issuances secured by 
[M'lfected security iniuresis under 
applicable slate and federal law on 
p^orming eligible mortgages on orte-lie 
four fomily residential properties, 
undenvtitloo at Ibo fully tndnxcd rate 


and miying on documented iuconm, a 
limited volume uf AAA*rat«i niortguge 
suairities. and certain substitution 
collatwal. The Policy StaUrment 
provides that tbe mortgages shall be 
utulerwritleu at tbu fully indexed rale 
rwlying on documnnied income, and 
lomplv with uxiMing supervisory 
guiftanco governing the uodorwritiog of 
residential murtgages, including the 
inliiniguncy Cuidance on Non* 
Tradiliunal Mortgage Products, Oclolrer 
5. iOOG. and the Iniorcigency .Stoiemuni 
mi Subprime Mortgage Uudbig. |uly 10. 
2(N)7, and such addilinnal guidanix 
applicable at ihe limn of loon 
urigiiialioii. In addition, die Policy 
KlalQOuml roquiras thol the ellgibie 
niortgagas and ulbur colluteral jiledged 
for the cuvereil bunds Im held and 
owned by the IDl. This requirement is 
ilosigm'd to proton iho FOltrs interests 
in any over collateraliaalion and avuid 
stnmturiH Invulvtng the transfer id (be 
collalura) to a sitbsidiaty or SPV ai 
inltktlon or prior to anv IDI default 
under the covered bond transaction. 

lire FDIC rvcugni;res (hat some 
covered bond programs iocludo 
mortgage-bacl^ securities in limited 
qiiaulltlos. Staff believes lltat allowing 
some limited ioclusioa of AAA*faled 
inongage-bockod securillos as collaloral 
for Mverod bunds during this Interim. 
evaluation pericKl will supfiort 
Bnbancerl liquidily for morlgago tinauce 
willumi increasing Iho risks to Ihu 
deposit insurance fund. Therefore, 
covererl bonds that include up to Id 
perrenl uf their collateral In AAA-rated 
tnurigage securities backud solely Itv 
mortgage hians that are medr tn 
complionto with guidamo relmoiicod 
above will meet the standards set forib 
in dm Pulley Siaieuient. bi addllfon. 
sulwtituiioa cullatural for the covered 
bunds may include cash and Treasury 
and ogancy' securities as noenssary to 
prudently manage the cover pool 
Snmrilifts lucked hy treuchiis in othur 
striLrities nr assols (such as 
Colfoliireli eed Dobl OhiyiUmsI are not 
coruidered to be acceptaolo collateral. 

The Polloy Statemunt previdos that 
Ihft (tonsniit of the FDIC, as cnnsorvutoi 
ur rvruivur. Is provided to cuvured bond 
obligaie to exercise their contractual 
rights uvof loilalcral for covered bund 
tton.'SKlioiw conforming to the liiittrini 
Policy .SUtenifiUt no soonur than ten (10| 
Imslnuss day.s aftur a minietary thifauli 
on an IDI's obligation lu iiie cuvurMi 
bond obligee, as dcRnat below, or lea 
(10) business davs after the elTuLliye 
data of repudiation as provided in 
wriilea nolico by the conservator or 
receiver. 

The FDIC onllcipatmi that Fulure 
developmunts in the inorkutpUrn may 


present interim ruial cuvered bond 
Htniclurus and sinfcturai elemunts that 
are Rut ennotnpiissed within this Policy 
Stnteraiml and therefore the EDIC may 
consider hituroamemlmmit IwMh 
.tppropriatu notice) of thb Policy 
SUtsment as the Lf.S. covered bond 
iniitku) develop.s. 

IV. Scope and Applicability 

This Poliq’ .Statement applies to the 
FDIC in il» capacity as conservator ui 
receivoi of an iosured deposUorv 
institution. 

This Policy Staluintml only addresses 
Ihn rights of the FDIC under 12 U.S.C 
lg2t(uHl3)(C). A prev ious policy 
siaimmnt eiiiltled 'Sifttmiiuni of Nicy 
on PorecloAUni Consenl and 
Redemplluu Rights,'* August 17, 1992, 
separately addreiues umseiit under 12 
li.S.C. IK*2S(b). and .should be sn)»rat<ily 
consuilvd. 

This Policy Sloronwni does not 
autbofun. and shall tml be coiumied as 
authorizing, the waiver of (bo 
prohibllinn.v In 12 LI.S.C. lK25(hH2) 
against levy, allachraenl.garoishmiml. 
fmvciosure or sale of property of the 
FDIC. nor duos it aiilhoriw of sltall it fro 
constniod os aiilhorizir^ th'i altarhmuni 
of any involuntary ti«i upon the 
(irupetty uf the FDIC Tlie Policy 
Slatomunl prevldm llial 11 shall not be 
construed as waiving, limiting or 
uthutwisu affecting the rights or powers 
of the FDIC to take any action or to 
oxeictso any power nut spedUcaily 
moniirmod, including but ont liinhed lo 
any rights, pou-fiis or remedies of the 
FDIC rqgaruing tnmsfera taken in 
nonlemplation of (be instllulhm's 
Insolvency or vrtlh the Intvni lo hinder, 
delay ur dehaud Ibe in%tilultun or Ihu 
■Wilora of .such instilulioD. or that is 
a frauduieni transfer under applicable 
law. 

The Board uf DifMiors of the FDIC. 
has adopted a final Covered Ound Policy 
Siatt'iiieiil. The toxi of the Covuied Ureid 
Policy Siatrannui follnws: 

Cuvered Bund Policy Stalemeol 
ffurkgroimt/ 

Insured depository inslilutions 
C'lDls'') are snowing increa.sing interest 
ill issuing coveriKl liomls. Alllmuith 
nmared ^lul structures vary, in all 
coverad bonds tho IDI issues a debt 
nbilgalion Mcund by a plodge of assets, 
typically mortgiiges. Thu detit obligation 
is eitliet a covered bund sold direcily lo 
iiivtwlura, ur mortgage buml.H which are 
sold lu a tniKt or similar entity (*'a|>ai:uil 

t iurposo vehicle” or “SI’V") as culhilura) 
cir the SPV to sell covered bunds to 
iiivnsiurs. In either use. tho IDTs debt 
obligation is secured hy a perfected first 
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priority Moirity inleresi in pludgnd 
iiMirigages. which remain on the {Drs 
ijalanne sheet. Proponents argue that 
cuvered bunds pnividc new and 
Miditlonal sources of l^uidlty and 
(liversily to on inslitutinii’s fuudU^ 
base. BasiKt upon the udonaalioii 
avaiiairle to dale, tbo FDC agr««s that 
covered bonds may be a u.sdL) liquidity 
tool for IDIs os port of on ovutall 
pnideni liquidity managempnl 
framowori and Ihe paramoiors sol fonh 
in this poliry .slalomonl. Becauso of the 
innreiKlng ini(!rest IDls have in issuing 
noveml ImuuIb. Iho FTltC has detiirmiiied 
to issue this policy stHlcmeni with 
respeei to luv iW bunds. 

(m 1 Dofinllions. 

( 1 ) For Ihv purposes of this policy 
ktalemeni. a “aivered bond” shall U* 
deliniHl as a uon-deposil. recouno debt 
ntiligalion of an IDI with a lorm groator 
lluin one year and no more than thirty 
years, that i-swuirerl dimcllyor 
indiroctly by MrfeclBd sRi.Mnly inleresl.*: 
under applkiiblo slate and federal law 
Oil iBiSKts held «uid owued by the IDI 
amsistiog of oligiblo mortgages, or 
\AA>r?t^ mortgagC'tudci^ sticurtlies 
secured by eligible mortgages if for no 
mine than tun peneni nflhettollaltfral 
for iiny oovmvn bund issuance or scttds. 
Such covered bonds may permit 
sitbslilution of cash and Unitod States 
Treasury' and qgtuicy securities for the 
initial collateral as nocessary to 
prudently mouage Ibe otver poo). 

( 2 ) Tbo turm '’eligible utorigages'' 
shall moan perfoDUing fust-lien 
mdrigages cm oi»i>l<>-Iour family 
residential propetlies. underwritten at 
(he fully indexed rale" and relying on 
durumonted income, and complying 
with sxisiing siipervUory guidance 
governing the undnrwrilirig of 
residenliai mortgages, itududiiiigllie 
Inleragenry Guidance on Nun- 
Traditional VIorlgHgir Producis. Oclnbur 
S. 2 (lori. and the hileragency Staleinnnl 
on Subprimo Mortgage Lending, lu^y Id. 
20 t) 7 , and such additioiu) gutrhmce 
appitcabie at the limu id loan 
origination. Dui) In the predictive 
quality nflcMn-tu-viilueraliosin 
evaluuling rosidvnlial uturtgages. tssnurs 
should disi'lusn loon-io-value ratios for 
the (Avur pool tr> onhancti trao 5 p.ireiiry 
lor the covGtud bond uuirkeL 


'‘Tlw Mlv liulnxtid rMvayiitl* Ibr Imin nl« 

M |ilwtl»ui,iiniuluU 

*1*1n 1 ru II nM IbMm^ilfliilcai «f «l lieiwhn I'VV 
lalMiHi laliL Auuwv lltf « luw Mtlti 

«n iMtllii tlwt nU' wl r^> win niM>i ii»)h» •!« 
lUuAili IjiMkiH liiMtwiil (Hlorwl tUU (UtlDKt jtbu 
» muilrtulax UllMitn.itH'iHMmilH 
S.rk . iMtlw* «bMkl fbilliy iW tnnuwui « 1 1 .5% 
<&.S\ ii'mri Un irfHiTlieiwwl 

iku UuK km igtlcUv tiw nitly imliMil rw» n«y 

(w i«M l<nl 


( 3 ) The term ’•covered bond 
abUgation.” shall be denned as the 
portion of the covered bond Irarvsactioii 
that H (he insured doptisilniy 
iaililuiion'.^ debt obligation, whether to 
litu .SPV. mortgagii Ixmd trustee, or niher 
pRdias. 

( 4 ) The term 'covered bond oldlgee” 
is Ibo unlily to which the iruiiirixi 
ihmosilory institution is indvlxod. 

( 5 ) The lumi '•monetary duCmili" sltaii 
mvun the failure to pay when due 
(taking into account any period fot ciiiv 
of such failuro nr for forbearance 
trovided under Ihu instrument nr in 
aw) nuns of monoy that are owed, 
without dispuie. to the covered bond 
oltligM under the teems of any bom fitlfi 
iivsmimunl creoling the obligation to 

(MV. 

(ti) The teem "total liabilities" shall 
mean fnr Unks that Hie quariurly 
Reports of Condition and Incumn (C.all 
Reports), lino 21 "Total liobililies” 
(Schedule KC); and lor tluilts that file 
qunrtorly Tiulh Financial Report.^ 
(TPKs). line SC. 7 U •’Tubil liabililuis’' 
(Schedule SC). 

(|j) Coverage. This ptrlicy st.ii«t»Rnl 
only applies to coverwl bond issuanous 
made wKh iho consont of (ho lOI's 
primary federal n^ulator in which the 
IDi's l(^ covered bond obligation as a 
result (if such issnance comprises no 
mure than 4 perciml of an IDI's total 
liabiliiiM. and only so long as (ho nssots 
securing tho covortHl bond obligallnp arv 
eligible mortgagts nr AAA-rated 
morlgaiie .seruritias on eligible 
inurtgagos. if not exceeding lU pinceni 
of (he nillalinul fur any cuvnreu bond 
issuanco. Subslitiiliun fur the IoIIinI 
(Over pool collateral may include cash 
and Treasury aud agonr:)' socurities a.s 
necessary to prudently manage the 
aiver Mini. 

(c) uiavent to certain acllotis. Tbe 
PDIC as conservator or receiver consents 
to N (xirnriHl iNiml obligee's exundsp of 
tbr rigliU and powers lislvd in 12 US.C. 
1821 (uil 13 KC). and Mrill nut usiiert any 
rights to which it may bo enillN 
piirxuanl to 12 ILS.C. t 021 (e|(iaNC|. 
after the expiration of tbe xpedilod 
omauiil of time, imd the uicurremar of 
Ihu following events 

(U If at any time after appointment 
Ihu (xrnsRrvatnr or tvenvur ia in a 
monetary dubudl to a covered bond 
ubllgBo. IIS dohneil aliovu, and remains 
in monetary dufault for ten ( 10 ) huslneos 
days after actual doHvwy of a writloii 
reqiicsl tn the FDIC pursuant to 
[utragraph (d) hereof In exercise 
ountreclual rights bnauw uf such 
munelary defaull. Ihn FDIC. hureby 
consenb pursuanl (u T 2 U.S.C. 
l 421 (o|( 13 )(C) to the covered bond 
nbligeo's oxorciso of any such 


coutraduol rights. iurJudidg liquldaiioa 
of preperlv plodgod collaiural by 
commercially reammablc and 
expeditious methodv taking imn 
Bcoiunt existing market ronditioiu, 
provided im invotvemeril of tlw rocelviir 
or cunser\'aiur is requirod. 

| 2 | If die FDIC os conservator ur 
receiv er of an insured doimsiUny 
Institution provides a written nMite of 
repudiation of a contract to a nnvomd 
bond obligoe. aud the FDIC dois not puy 
llm damages due pursuant to 12 (J.S.C. 
182 l(el by reayin of such reputlialion 
within in) ( 10 ) busineM days after the 
efferlivo dale of the notice, the POK! 
hereby coruseuts pursnani lu 12 lf.S.C. 
1821 («)( 13 )(r.) hit die ermtred bond 
obligee's exeiciSH of any of its 
mntrartual rights, iocludiug liquidallun 
of properly nl^pxl collator^ by 
i:ummerr.ialiY reasonable anri 
nxpodiliuus methods taking into 
Mcount existing market conditions, 
provided no iovolvemunt of tbe recoiver 
(IT (xmsnrvBtor » rnnuired 

(. 1 ) '(lie liability of a cmisorvatof or 
receiver lor (ho rLsalllnnauce or 
repudiation uf any enwred bond 
issuance obligation, nr fur any muRrlary 
default on. any covwrtd bond jssuMnee. 
shall be limited to the par value of the 
Imrids IssutnL plus (;imlrai;( inttrriHil 
Rcrxuod thvrnon to Ihe tUlo of 
app< nntmimt of (hi* conservainr or 
rpceivor. 

(dlConsKOt. Any parly requesting the 
FDiC's consent as conservator or 
leceivor pursuant lo 12 U.S.C 
J 821 |tf)l! 3 )(C) pursuant to (his policy 
staleniinii ahimid provide to the DiqMily 
Director. Division of Ricsuiiiltom; and 
R<K»lveisl)ips. Federal Deposit 
bLsuianoi nnrporalion, 550 17 th .Streel, 
N.. F- 707 «, ashiftglonDC 2 IM 2 - 
UOU 2 . a slBlRment of Ihu basis upon 
which luch request is mode, and copies, 
of all documenlation supporting such 
request, includiog without Umitalion a 
i»py III the applicable contrail and uf 
any appJiable notices undni the 
con(rar;(. 

(o) Umilaliuns. Tim consenis sirt loilh 
in ihis poliev statement do out act lo 
waive Uf relinquish any rights grant»d to 
Mid FDIC in any rapanitVi pursnani to 
any other applicable law or any 
Ogreumeiil ur txmltarl Nuthing 
ixmlained in lliLs (nlicy all(U» Ihti 
daims priority ofcollaternli ml 
oblfgatioas. Nothing (onteined in this 
policy statument shall be coiisiriied a$ 
permitting the aviudance of auv logallv 
enfucceable or perfected somrily 
inlurest in any uf the rueels of ui 
insured depository inilitulinn. ptovidud 
such interesi is not (uken in 
cuntcmplation of iheinsdlulion’s 
iiisolvencv. or widi the intent lo hinder. 
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delay nr delraud lh« [D1 or ils credilon. 
Subinl to (he prnvLslnns of 12 1/.S.C- 
1821(eMl3)(Cf, nulbing cuntninfd lo Ihb 
pulley $(atRm«ot diall be r^onsimod «s 
itenniniog (be cooservator or n^eiver lo 
Ul loconipiv with olherwiM 
nnldrcRiibie pms'iiuoo8 of a ounlnid or 
preventiiiit a cuveiml bond obligoe'ii 
oxorr itb of auy of it» rnnlriiuiual rights, 
inrJudiitg liquidation of pni(>erly 
piwlged nnlliilvtal by cunttuurciall.v 
iftofonubio mvthiKis. 

(f) No waivor. Hits poliev slaleinunl 
tloAs nol aiilhutizn. and shall not be 
constniod «is attibnrixing (he vsalvor of 
(iio pmhibiUuftS in 12 lf.5.C. 1825(b)(2} 
atpinsi levy. atiaLhmenl.gambbmeul. 
foteclosute. ur sale of pmporty of the 
FDIC. Dur dues il aulhorizip nor shall It 
hn ronslTUitrl as atil)ii>rizlug (bo 
HlliicKmeal of any invniunlarv lieu upon 
ibn pro|ierly of the PDIC:. Nor shall IKlk 
p<iiic? statomiint lie consiniod as 
waiving, limiting or nihorwUu afTmllng 
thn rights or powers of (ho FDK! lo lab 
any actluu or lo exerdso a»v pow<o not 
iperiGcaily mBnlioiied. including bul 
mil limited to anv righls. powers or 
remodlns of l)m FDIC rogarding Iransbvs 
taken in conlempiation uf the 
institution's insolvency or with (be 
intent to binder, delay or defraud lbs 
instilullon or ilm ondilors of sorb 
inslilutioa. ur that is a bauduieni 
Irmisfer under applicaide law. 

(g) No assignntont. Tho right to 
consent uiidor 12 l.'.S.C 1S2t(e)(l3)tC) 
may not be assigned or ti.'iualerred lo 
any pun:hM!ier of property from (Ite 
FDIC. other than to a cofisnrvalot cn 
bridee bank. 

(hi Re}>cHl. Hus policy .sUilKmenl may 
Iw repealBci by IIib FDIC upon .10 days 
iHiticM provided in the Federal Register, 
hut auy repeal shad not apply to any 
rovrtfed Imiid Iwiam e inatb* In 
accordance with this policy slalnment 
Imlomsuch re|ieul. 

Hy onivr of thn Bosni of Dtivdon. 

Ilaled di Wdstikiigiiiii . DC. this Z2>I day >v( 
htly . Zina 

Mvml f>|KniI Insuntiiv Corpunlloti 
Kotwrl E. Feldman. 
fsetaifivpSwTwMrj. 

irKtlnr KB-l7lfiariWr-25-UA;B:4SAint 
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FEDERAL MARITIME COMMISSION 

Agency Information Collection 
Activities: Submission (or OM6 
Review; Comment Request 

At^NCY: Federal Maritime Commission. 
ACnON; Notice. 

summary: The Federal Maritime 
CnmniUsion (FMC or Commuslonl is 


giving public imline that the agency has 
sidmiitlnd to OMB for apmoval (ho 
information collections described in this 
notice. Tbo pubitr » Invited lo 
cQUiDiBol on tiiu proposed mformuiinn 
cullecilmu puisuaiit In the P3)>erwnrk 
Rudunlum Art of 19113. 

DATES: Written i.omiiiBUls must bu 
•iubmitted to OMB at thr* Addrivu belotv 
on or before August 27, 20IM lo bo 
assured o( considorstlon 
ADDRESSES: Send communb to the 
Omfo uf Inlonnalion and Rcgultiinrv 
Affotra. Ofliie ul Managomunt and 
Budget, Afifiniion: Disk ORicer for PMC, 
725 171h Street, NW.. Washington, DC 
2D5U.1. 

OIRA .Sufcmiss7on40.\ro.ff J^.fTOV ot 
fax (202) 3V5-S80b. 

FOR FURTHER WFORMATKM CONTACT: 
Bequests lor oddUioual information nr 
conies ul the proposed tnlormalioii 
ooilflcllotu aud supponiug statements 
should be difeclml to lane Gn'gur) a1 
telHplwiie luiiiibor 2U2-32it-580U or 
/ipxgon^/iHr.gov. 

SUPPLEMENTARY INFORMATION: Fursiuml 
to the Faperwori Keduclioo Art of 1995 
(Fub. L. 104-13), thn FMC invites the 
general public ami other Fuileral 
agencies to comment on proposed 
information collections. On May 13. 
20U6. the I^C published a nolic» and 
rM|t!Asi for commaoLs in the Federal 
Register (73 FR 27537) regarding the 
agenry's requcssi for rootlaund approval 
from OMB for information coiloctions as 
nxpiirtN) liy the Paperw'ork RedurU'nn 
Art of 1905. The FMC roceivod no 
comments un any of the requests lor 
ntiNisiotu of OMB claaranr.e. Thu FMC 
hiis submitted tbo described informniion 
coilectioQS lo QMS for approval. 

In response to this notice, comuienis 
imd suggostioRS should address oim or 
mote of the following points: |1) The 
ueressily and utility of the proposed 
mfmmaiion colleinian fur Iho propw 
performance uf Ihv agancy's fimctions; 
(3i llic «iixunH]y of tliu Ksilmuiud 
htmlitn, (3) ways to enhauce tho iiiuillty. 
utility, and rlorily of the iofonnation lo 
be ixiliecled; and (4) the use of 
autniiiAtBd collaclion techniques or 
ntbitr forms of infonnalUm technology to 
minitnixe the informaiiun collection 
burtinu, 

n ormalion oile lions en or 
iimmrni 

Bp: 40 CFK port 540 Appliculion 
for Cortlfirate of FimmclaJ 
Responsibllity/Porm FM013I 

r>MBA rmo Itmhef: 3072-0012 
[Fncplres Soplomber 30. 3008). 

/(ifsTroif SeLliuns 2 and 3 uf Public 
Uu 89-777 (40 II.S.C 44103 ami 
44106) roqulro owners or charlernts uf 


pa.istiugor vessels with SO or more 
{U-ssenger lierths or stateroom 
acoummodations and emUrking 
passengers at Unitod Stated ports and 
(orrltorins to establish thvii finoAciai 
respoasibility to mem liability incurred 
for doatb or injury to posscjigers and 
iiilier (tersuus. and lu imlmiinily 
(iBMMngiin in the event of 
nonpeifurmiinco of IracLsportaliun. The 
Comroissiem'a Rules el 4B CFR pari 54(1 
implement Pubiir Uw 89-777 and 
specify flnanrial raspniisihillly coverage 
rt>qutnrmenls (nr siidi ownera and 
chinlerurs. 

urrant Actions: Thera ara no changtis 
(u (his Infurmaliun collvtliun. and it is 
Iming submitmd Mr uxtoiislun purposo 
only. 

y e of Bet'/e Bxteusiou. 
mson fun: The mfomialion will 
be lUicd by the Commi.ssiim‘s staff Ui 
ensure that possengar vesei owners an<l 
■diartorurs have ovidenced finanUal 
rospoDsibility to ludomnl^ passengt^ix 
and others iii (he event of 
lUMiperfonniince or casualty. 

rairency: Thixinfurnialionis 
r.'olloded when appbeanis apply fbr a 
uoi1iri(.a(e or when uxisllng curlirtuints 
changu any mbirmatkiu (n Ihelr 
appllcalicti biriBi. 

y e of Hes on The types ol 
itspiimlertls are owntroi. t.liarinrars ami 
operators of passenger vossels with SO 
ur mute passenger mnths that uiiiliaik 
passengers from U.S. ports or lerrilurias. 

um^ofAnnoa Hesonentf. The 
Commission ii^tiraates an annua! 
n»poodenl universe of 50. 

titimatk ime Per Rm onse: Thu 
iimu per response rangis from .5 lo fl 
psrann hours far mpurliugaud 
recordkeeping requiremimls contained 
in (he rales, and 8 purson hours fur 
iviniploting Appliratlnn Form FMC-*!.')!, 
Ota Annoa Bur en: The 
Cumttrissimi tislimsliis the tula) puraun 
hour burdwn at I.47B petson houns. 

Ite: 46 CFR part 565 Cunirolled 
Caniers. 

OSfBA rova umber. 3972-18)6(1 
(E.xpire.s iSeplomber 10. 2008). 

Abstmef rSoriiuii 9 uf iho 5hi)iping 
Act oFltHM |4R 40701-40706) 
requires lhal (he FMC iiimiiior the 
prod ices of coirlrolled tutrriera lu enMuri* 
lhal (buy (to not mainlain rales or 
charges In Ihoir tariffs ami servicu 
contracts that are boiow a level that is 
(list and raasnnable; norestoblUh. 
luoJuiaiQ or enforce imjuH nr 
imreasotuible (.laicsifluallons. rules nr 
regtilalioiiK in Ihnae tariffs or survice 
Runlrnrls which tasull or aro llkniy lo 
result In the carriogo ur luindling of 
cargo at ranv: or rluirgos (hat are below 
a just and reasonable levol. 46 CFK part 
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I. Bailieround 


This Best Practices guide has been prepared by ibe Depaiimcm of the Treasury 
(“Treasury') in order to encuiiragc (he growth of the Covered Bond market in the 
United Slates. Treasury believes that Covered Bonds represent a potential 
additional source of llnaneing that could reduce borrowing cosis for homeowners, 
improve liquidity in the residential mortgage market, and help depository 
institutions strengthen their balance sheets by diversity ing their funding sources. 

U.S. depository institutions have historically utilised several different funding 
.sources to originate new residential mortgage loans, both for sale to investors and 
for their own portfolios. For loons sold into the market, depository institutions' 
funding options included selling the loaas directly to investors, Fannie Mae. Or 
Freddie Mae, and via private-label securitization. For loans retained on their 
balance shecls, depository Institutions' funding options included utilizing their 
customers' deposits, issuing unsecured debt, and pledging (heir mortgages as 
collateral for advances I'rnra the Federal Home Loan Banks. 

Recent market turmoil has severely limited the ability of depository institutions to 
.sell loans to investors via private-label securitization, Constslenl with (heir 
important public policy missitm, the govemmenl-sponsored enterprises. Fannie 
Mac, Freddie Mac and the Federal Hume bvans Banks, as well a.s (he Federal 
Housing Administration have been playing a critical role by providing mortgage 
finance during this strained period. F.ven so. many depository institutions are 
keeping more mortgage loans on their balance sheets and are therefore seeking 
new sources nfon-halunee sheet linancing. Many U.S. depository institutions are 
examining the potential of Covered Bonds to provide this financing while at (he 
same lime diversifying their overall funding portfolio 
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Privaie-labcl sccuriuzailon has become sirameU. The GSEs. ( HA and balana* 
sheet lending hate expanded tn response. Nonetheless, total mortgage 
originations have fallen. 


Mortgage Originations by Source of Funding (trillions of dolinrs) 
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The Federal Home 1 oan Banks are playing an important and expanded role 
funding lenders' balance sheets. 


Federal Home Loan Bank .\dvances 
(billions of dollars nutstanding. end of period) 
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tvcn witli ihe expanded roles ol Fannie Mac. Freddie Mac. Ilic Federal Home 
Loan Banks and Ihe Federal Housing Adminisirallon. mortgage spreads are 
lncreB.sing for all classes of mortgage loans. 


Mortgage Rate Spreads to 10-F ear Treasure (percent) 
an 
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Covered Bonds prasenl an alternative soura* of hinding for institutions thal can 
eoroplemenl other .sources of hnancing for a wide range of high-s|ualily assets. In 
Euriipe, Covered Bonds are highly liquid instruments which ate typically sold to 
rate-product invcstoni rather than credit-product investors. While a CuvcTed 
Bond market is already well-established in Europe, to dale only two lj.S. 
depository institutions have issued Covered Bonds. Given eunent challenges in 
other financing markets. U.S. institutions may find Covered Bonds to he an 
attractive souree of lunding for mortgage loans. 

Treasury expects private-label securitiailion to return to the U.S, mortgage 
market, enabling homeowners to benefit from a broad, global investor ba,sc. Given 
the sire of the U'.S. residential mortgage marken. Treasury believes there will be a 
mle for all stmrees of mortgage funding in the future. 
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II. Obiecli>e 

In prcporing this report, Tnasiir) seeks lo brine incrcoscil clarity and 
iHimogcneily to the United States Covered Bund market by developing a scries of 
Best Practices. Although the United States does not have dedicated Covered Bond 
legislation. Treasury believes these Best Practices may serve as a starting-point 
for the market, by encouraging issuers to use a common and simplified structure 
with high quality collateral for Covered Bond issuances. However, this document 
does not imply that Treasury favots Covered Bonds over other financing options 
available lo depository in.<litutions. Instead. Treasury views Covered Bunds as an 
additional, complementary funding source for the S 1 1 trillion residential inungage 
market. 

Ireasury has limited these Best Practices specifically to Covered Bonds backed 
by collateral consisting of high quality residential mortgage loans for ivvo reaswis. 
First, a liquid Covered Bond market based on residential mortgages may provide 
additional funding for the housing market, in turn lowering mortgage rates for 
homeowners. Second, focusing on one type of collateral while the market is 
nascent will provide simplicity far market participants. However, Trea.sury 
expects that the Covered Bond market lo develop over time and the collateral 
securing Covered Bonds may eventually include other asset classes. 

It should be noted that tliesc Best Practices serve as a complement to the Federal 
Deposit Insurance Corporation’s Final Covered Bond Policy Slalemenl dated July 
15, 2008 (sec Appendix B). This statement specifics actions that the FDIC will 
take during an insolvency or receivership if the Covered Bund meets certain 
minimum requirements. 

Finally, while these Best Praaices have been developed In facilitate the growth of 
the Covered Bond market, they should not eon.strain the market in the future. 
Treasury fully expects the structure, collateral and other key tenns of Covered 
Bonds to evolve vv ilh the gptwih of this market in the United .Stales. 

In preparing this Best Practices ducumeilL Treasury discussed the potential 
development of the U.S. Covered Bond market with both U.S. and European 
regulalois. as well as numerous market participants, including potential issuers, 
investors, underwriters, rating agencies, law firms, financial coiinletparlics. 
service pnwiders and uadc a.ssociaiions. 


Bf.st PR,\rTirF.s for Resibextiaf Covt.rfo Bhxos 
DEP.XR fMENTOt IHl ERt vStiRV 


6 




98 


111. Covered Bond Uermilion 


For the purposes ol'lhis ilocumcnt, a Covered Bond is deriik-d as follows: 

A Covered Bond is a debt insirumeni saniied by a perfected security interest In a 
specific pool of collateral (“Cover Pool"). A Coveted Bond provides hindiny to a 
depository rnstitutrnn ("issuer") that retains a Cover Pool of residential mortgage 
assets and related credit risk on its balance sheet. Interest on the Covered Bond is 
paid to investors from the issuer's general cash flows, while the Cover Pool senes 
as secured collateral. This Cover Pool consisLs of a portfolio of perfonriing 
residential mortgage loans that meet specified underwriting criteria and are 
actively managed by the issuer to meet certain characteristics, if assets within Ihc 
Cover Pool become non-performing, they must be replaced with performing 
assets. Finally, the issuer must maintain a Cover Pool in escess of the notional 
value of the Covered Bond ("overcollaleraliralton") at all limes. Multiple 
i.ssuances for a dcposilnry institution may ulili/.e a common Cover Pool. 

In the event of an issuer default. Covered Bond investors first have recourse to the 
Cover Pool, in the event the Cover PimiI rciums less than par in liquidation, 
investors retain an unsecured claim on the issuer ranking pari passu with ulher 
unsecured creditors. Hcna-. Coveted Bonds provide dual recourse to both the 
Cover Pool and the issuer, and the ovcrcollalcraliaation of the Cover Pool helps to 
mitigate the risk that investors would receive less than |w in the event of an 
issuer default. 

Compurmn to Unsmireil Debt 

linsecured debt dilTers significantly tironi Covered Bonds because of the absence 
of secured colhileral underlying the obligation of the issuer. While unsecured 
debt investors retain an unsecured claim on the issuer in the event of issuer 
default. Covered Bond inveslais possess dual recourse to both the underlying 
collateral of a Covered Bond and to the individual issuer. Accordingly, Covered 
Bunds provide investors with additional protection on their investment compared 
with unsecured debt. 

ComparL'ton to Kiorlgage-BnchJ Secimiiei 

Although both mortgage-hacked securities (".MBS") and Covered Bonds are a 
potential source of long-term funding for restdenlial mortgage loans, there are 
several essential differences between Covered Bonds and MBS that make each 
attractive to dilTcrcm types of investors: 

• Mortgages that secure a Covered Bond remain on the issuer’s balance 
sheet, unlike MBS where mortgages are packtigcd and sold to 
investors. 
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* Hie cash How trom ihc mortgagca and credit enliaiicemenu m MBS 
arc generally Ihc only source oC principal and liitcicst paynienb lo Ihc 
MBS investors. In a Covered Bond, principal and interest are paid hy 
Ihe issuer's cash (lows, while the mortgages in the Cover Pool only 
serve as collateral for investors. 

* The uollaicral underlying Covered Bonds is dynamic and nnn- 
pcrl'orming (or prepaying) assets within the Cover Pool must he 
substituted with performing mortgages. Mortgages underlying MBS 
arc sialic and remain In each MBS imlil maltirily. 

* In Ihe case of an issuer default. Covered Ronds are structured to avoid 
prepaymcni prior lo the dale of roalurily. Hiis is accomplished 
through swap agreenienb and deposil agreeineiils (c.g., guaranteed 
iiivcsunent coniraclsi. MBS investors, in conirttsi. are esposed to 
prepayment risk in Ihe case of a mortgage default or prcpaymeni. 

* In Ihe event that the C overed Bonds do accelerate and repay investors 
at an amount less than the principal and accrued inierest, invesloni 
retain an unsecured claim on the issuer. MBS investors generally do 
not retain any claim on Ihc isitiier in the event of repayment at an 
anioiinl less than Ihc principal and imcievl owed. 
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l\ ■ Hklon of Ihe Covered Bond Market 


Tile Covered Bivnd market has a long and extensive history in Europe, dating back 
more than 230 years to the initial Pnessian issuance in 1770. Covered Bonds were 
initially used to rinance agriculture and later became tbeused on residential and 
commercial real estate markets. While Covered Bonds remained popular 
throughout tite 19'*' century, during Ihe 20* century they were somewhat eclipsed 
given other advances in the inter-bank financing markets. However, in 1995 the 
first German jumbu Covered Bond was issued, meeting investor demand For 
merea.singly liquid products.' .Since that time, the Covered Bund market has 
accelerated in Europe, partly due to the Tact that Europe does nut have 
government-sponsored enterprises such as Eannie Mae. Freddie Mae or the 
I'edcral Home Loan Banks. Furthermore, lire collaleral hehmd European Covered 
Bonds rncludes residential and eommereial mortgages as well as public sector 
debt At the end of 2007. the Covered Bond market stood at over EUR 2.11 
(rillion.' To date, two U.S. insliliilions Itave issued Covered Bonds. 

Nearly all European countries have adopted Covered Bonds into their financial 
system. Depending on the Jurisdiction. Covered Bonds may be governed by 
legislation (i.e. a "Icipslalivc Irainewurk") or by eunlraet (i.e. a "structured 
ftnmewoik"). Typically, a legislative framework exists in nations with a long 
history of Covered Bonds while nations with a relatively young Covered Bond 
market, such as Canada aiul Japan have a structured framework. In countries with 
a legislative framework (here is often a dedicated regulator that governs Ihe 
issuance and repayment of Covered Bonds. Moreover, a legislative framework 
helps to standardize Covered Bonds, providing homogeneity and simplicity to the 
market. This Best Pracliees document seeks to offer such strueuire to the U.S. 
market. 
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V ■ liMDurtanl Consideralioiii 

The purpoM: of this diicumem is m piesent a siiindanli;ed model Ibr Covered 
Bonds issued in the United Slates in the absence of dedicated legislation. 
Invcsions sltould recognize thni like all invcsimenis, Covered Bonds eatrs risk, 
liiveslois should perform llieir own due diligence and review risk factors and 
associated disclosure before investing in any Covered Bond. These Best Pnictices 
only serve as a template for market participants and do not in any way provide or 
imply a govemment guarantee uf any kind. It should also be understood that 
these Best Practices do not attempt to address requiremenus arising htom lederal 
securities laws or any other legal framework. 
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\ I. Best Praclicitt I'emplale 

For a Covered Bond program to be consisltnl wilh this Best Praclices Templaie. 
the program's doeumcmalion must conromi to the Ibllowing provisions 
Ibniughuut iIk' life of llie program, not only at die lime oF Issuance. Ilalia 
liiilicalc pmmiom that are ipevifieJ in ihe fimil FDlC pulky slulemeni' 

Issuer Tlie issuer may be: 

• rf neu’/j' crealed, hankmpln'-remnle SI'i' <"SPy 

' A (lepasilon imlitvlian omPor a wholly-owned 
mhiidiary of a deposllor)- imillulUm I'OirecI Issuance 
Sinunirc''l 

Security Under die current SPV Structure, the issuer’s primary a.sscis 

must be a mortgage bond purchased fiom a depository 
mstiiuiiim. The mongage bond must be secured at Ihe 
depo.shory institution by a dynamic pool of residential 
mortgages. 

Under Ihe Direct Issuance Siruentre. the issuing msliiimon 
must designate a Cover Pool of residential mortgages as the 
collateral for Ik Covered Bond, which remains on the 
balance sheet of Ihe depository insiilulion 

In bodi structures, the Cover Pool must be owned by the 
depository institution. Issuers of Covered Bonds must 
provide a first priiiriiv claim on Ihe assets in tk Cover Pool 
to bond holders, and the assets in the Cover Pool must not he 
encumbered by any other lien. The issuer must clearly 
idenlily the Cover Pool's a.ssels, liabilities, and secunty 
pledge on its bonlts and records. 

Maturity The maliirin’ tor Crnered Bomb shall he grealer than owe 

yeiir and no more ihun thirty years. While Ihe majority Of 
early i.ssuanccs will likely have maturities kiween one and 
ten years, we expect longer dated issuances may develop 
over time. 
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Eligihli! Cover 
Pool Collau-ral 


Ovcr- 

collaleraluolion 


The collaieral m ihc Cover Poo) rausl meet the lollowme 
requirements at all limes: 

■ Pertomiiig mmguges uii one-lii-fout jamik 
midenliai iiroperlies 

• A/oirjragcs Ml Iw undenmnm ui the fulk-MactI 
roll' 

• Uongagei Ml be imdemrillen mih iluamenleJ 
ilicnme 

• Migiiges mml comply wllh existing aipervixory 
guidance guverning the undcewriling oj resideniial 
moriguges. including the InlerageiKy Guidance im 
kuii-Tradiimal Mangage Producu. Ociaher S, 2ltl)6. 
and Ihe liilerogency SlalemenI on Siihprime Mortgage 
Unding. July III. 2007. and uich addithtud guidance 
applicable at ihe lime of loan origittalion 

■ Suhlilulion collateral may include caxli and Treoimy 
and agemy sevuritiei us necessary la prudently 
manage the Cover Pool 

• Mongages must be cura-nl wIkii they are addej to the 
(lool and any mortgtiges that become mote than 6()- 
dayt) past due must be replaced 

• Mortgages must be first lien only 

• Mortgages must have a maxiiniim loan-to-value 
(“LTV") of 80% at the time of inclusion in the Cover 
Pool 

• A single Metro Slalislical Area cannot make up more 
than 20% of Ihe Cover Pool 

• Negative amortization mortgages arc not eligible for 
Ihe Cover Pool 

■ Bondholders must have a perfected security interest in 
these mortgage loans. 

Issuers must maintain an overcollateralization value at all 
times of at least 5% of the outstanding principal balance of 
Ihe Covered Bonds isce "Asset Coverage Test"). 

For the purposes of calculating Ihc minimum required 
overcolluieralization in the Covered Btmd. only the 8(fi4 
poruon of Ihe updated LTV will K* credited. If a mortgage 
in Ihe Cover Pool has a LTV of 80% or less, the full 
ouLsianding pnncipal value of tire mortgage will be ercdilcd. 
If a mortgage has a LTV over 80%. only Ihe 80% LTV 
portion of each loan w ill be credited (see Appendix A for 
examples). 
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Currency 

Interest Type 

Interest Pnynient 
Sxiips 


Currency Swap 


Specified 

Investment 

Contract 


Issuers must update the LTV of mottgages m the Cover Pool 
on a quarterly basis using a nationally-recognized, regional 
housing price index or other comparable measuremait. 

Covered Ronds may be isiaied in any currency. 

Covered Bonds may either be fi.\ed or Hoaling inslmmems. 

Issuers may enter into one or more .swap agreements or 
similar contractual amiujemcnis al the lime of issuance. 
ITie purpose of such .agreemeiils include: 

■ To provide scheduled interest payments on a lempnrary 
basis in the event the issuer becomes insolvent 
* To mitigate any timing mismatch, to the extent 
applicable, between inlere.sl paymcnoi and inleiesi 
income 

These swap agreements must be with finaiieially sound 
cuunterpanles and the identity oTthe coumcrpaities must be 
disclosed to investors. 

Ifa Covered Bond is issued in a diflerenl currency than the 
imdctlying Cover Pool lor Mongage Bond, if applicable), 
the issuer shall employ a currency swap. 

Issuers musi enter into a deposit agreement, e.g.. guaranteed 
invesiineni contract, nr other arrangement whereby the 
proceeds of Cover Pool assets arc invested (any sueh 
amingement, a "Specified Investment’') al the time of 
issuance with or by one or more financially sound 
coumetpanies. Following a payment default by the issuer or 
repudiation by the FDIC as conservator nr rcecivcr, the 
Specified Investment should pay ongoing scheduled imerest 
and principal payments so long as the .Specified Investment 
provider receives proceeds of the Cover Pool assets al least 
equal to the par value of the Covered Bonds. 

Tile purpose of the Specified Investment is to prevent an 
aeceleialion of the Covered Bond due to the insolvency ol 
ihe issuer. 
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Cover Pool 
Divclovure 


Subslilution 


Issuer Disclosure 


Asset Coverage 
Test 


Asset Monitor 


Trustee 


Issuers must make available descriptive iiilomiailon on the 
Cover Pool with investors at the tune an investment decision 
IS being made and on a monthly basis after issuance. The 
SEC's Regulation AB provides a helpful template for 
preparing pool level infnmtnium, such as presenting 
summary information in tabular or graphical formal and 
using appropnate groups or ranges. 

Issuers must make this infonnation available to investors no 
later tiian 311 days after the end of each momh. 

As the Covered Bond market develops, issuers should 
consider disclosing metrics on the Cover Pools from their 
prior Covered Bonds whenever a new issuance occurs. 

If more than 10% of the Cover Piail is .substituted within any 
month or if 20'lo of the Cover Pool is substituted within any 
unc quarter, the issuer imcsi provide updated Cover Pool 
mformalion to investors, 

The depository institution and the SP V (if applicable) must 
disclose intbrmalion regarding ils financial prolrle and other 
relevant information that an investor would find materiel. 

The issuer must perform an Asset Coverage Test on a 
monthly basis to ensure collateral quality and the proper 
level of overeollalefalizalion and to moke any .suKstituiions 
lhal are necessary to meet the provisions of this template. 
Tile results of this Asset Coverage Test and the results of 
any reviews by the Asset Monitor must be made available lo 
imesiots. 

The issuer must designate an independent Asset Monitor lo 
periodically determine compliance with the Asset Coverage 
Test of the issuer. 

■he Issuer must designate an independent Trtistee lor the 
Covered Bonds. Among other responsihilitics. this Trustee 
must represent the interest of investors and must enforce the 
investors' rights in the collateral in die event of an issuer's 
inMilveney. 
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Trualmeiit of 
Covered Bond 
Proeceds 


SEC Registration 


Regulators 

Authorization 


Issuance 

Limitalions 

Event of Breach 
of the Asset 
Coverage Test 


In the event of a defaull, atiy losses must be allocated pm 
rata across Covered Bond Issuances that utilize a common 
Cover Pool, irrespective of the maturity of the individual 
issuances. 

Coveted Bonds may he issued as registered securities or 
may he exempt fmm registration under securities laws. Tliis 
template is not meant to address disclosute and other 
retpiireinails for a security registered with the Seciiritios toid 
Exchange Commission. 

ktmn iimi recem comeiii lu issue Cvivred Bonds from 
l/icir iirminjedeml regulauw Upon an issuer's reguesi, 
their primary federal regulator will make a determination 
based nn that agencies policies and procedures whether to 
give cunsenl to the issuer to establish a Covered Bond 
program. Only well-eapiiahzed instiiuiions should issue 
Covered Bonds. 

As ivart of their ongoing supervisory efforts, primary federal 
regulators monitor an iisuer's controls and risk management 
pnvcesscs. 

Cowred Bonds mm iKcinim for no more ihan four fiercm 
of an issuers ' liahililm afler issmimx’. 

If the Asset Coverage Test of the Covered Bond program is 
breached, the issuer has one month to correct such breach. 
If, atfer one momh, the breach remains, the Trustee may 
terminate the Covered Bond program and principal and 
accrued interest will be returned to investors. While such a 
breach exists, the issuer may not issue any additional 
Covered Bonds'. 
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InwKency 

Procedures 


/Is Lvnsen/aior or reorker pr on itaiiral Jeposilon,- 
mliMion HDD, the FDIC lim three opiiom in respumling 
to a pmperk structured Cowed Bond irumiKtion of the 
IDl: 

1) continue to perjorm on the Covered Bond transuclion 
under its terms: 

2) pay-off the Covered Bonds in cash up to the value of the 
pledged collttlerol: or 

3) idlow Hifuidatton of the pledged cidluleral to pay-off the 
Cosered Bonds. 

If the FDIC adopts the first opliim. it \nmtd continue to 
make the Covered Bond payments as scheduled. The. second 
nr third options would he triggered if the FDIC repudiated 
the transaction nr if a moneiarv default occurred. In both 
cases, tk’ par value of the Covered Bonds plus interest 
accrued to the date of the appointment of the FDIC as 
conservator or recenvr vmid be lUiid in full up to tk- value 
pi Ihe collateral. 

(I the \alue of the pledged collateral esceeded the total 
ainoiim of all valid claims held by the secured ixirties, this 
excess wdue or over colluleralizution would he returned to 
the FDIC. as amsenator or receiver, for disirihiithm a\ 
mandaied by the Federal Deposit Insurance Act. 

If there were insiillicienl collateral pledged to co\vr all valid 
claims 6v the secured parties, the amount of the claims in 
excess of the pledged collateral would he unsecured claims 
in the receivership. 
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VII. llluMrali'e Direct l»uance 

Tliis diagram is mcam to show what a polciuial siniclure could look like If tin- 
issuer of a Covered Bond were a deposilorv inslilulioii It is not imended iu 
endone a specinc siruciure but nuiier serves an illusiraiive purpose. Issuers moy 
develop other structures that ate consrslent with the template. 
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Mil. llluMralive SP\ Issuance 


Tills diagram Is mcaiii to show wlial a polciulal smicturc could look like If die 
issuer of a Covered Bond were a SPV li is nol intended lo endorse a speeilie 
stniaiirc hm radier serves an illiisirome purpose. I.ssuer.v may develop odicr 
sinicluies lhal are eonsistenl with the lemplale. 


Mortfiagt’ Bond Issuer 
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Kndnoies 


liitfopcan Covered Bond Council. Dcccnihcr 21107 


' Ihid 


'The FDIC's hniil Coveted Botid Poky Suitcmcm dated July )S. 20(HI outlines spccilre iKnioiu 
(hot (he PDIC Aill take dunng an intolvency or receivership i( certain conditions are met. 

Ilidici^cd temis indicate provisions that are port ol'boih the PDIC's staiement and this Best 
I'ruciiccs Templtuc Hovvtver, these iialki/cd terms are not incani to cover alt ol' the provisirais of 
the M)IC sutmenL Market periidpanls should ludcpendcnily review Ibc HDIC's slaieineni to 
ensure uirifomiity with all pnivistons. 

* In addition lu SPV programs with a single ismict. multiple dvposilory tnsiiiuiions could 
(Vuidiliaily iilHittn joint SPV lu piu) assets, ({ach issuer would he respunsiblc for meeting 
appropriate requirements and receiving conscni lh>m ib primary federal regulator. 

* Hie fully indexed rale equals (he index rate prevailing at imginalion plus the margin to be added 
III it alter the cxpirulton of an introductory imcrcsi rate. For example, assume that a loan with an 
initial fixed rate of 7^ will reset to tk six>monlh London Inlerhonk OlTered flaic (LIBORl plus a 
margin of 6%. If the six-month I .IBOR rate equals 5.5%, lenders should qualify Ibc horrower al 

1 1 .5% 1 5 ,^% * 6%), legurdlets of any interest rale cops lh.a limit how quickly (he fully mdcxvil 
(Ate may he reached. 
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AppendU A: ( ovfr l*ool C ollaleralizalion Calcularion 

M Glared In Sccium VI., a nunlmuin ovcrcallaicralimlHn nl'SVo al'lhc principal 
value ui' Ihc Covered Bond must he maintained. Furthcmiore. mortgagee must 
have a raaainium LTV of SWii at the lime of inclusion m llie Cover Pool. 

For (he purposes of calculating the oveicnlliilcralivaiiun. idl% of the updated LTV 
will be credited towards the Cover Pool. For mortpges with an LTV of 8(t% or 
leas, (lie full outstanding principal value will be credited. For mortgages with an 
LTV over 80%. only the 80% LTV portion of each loan will he credited. 

This appendiv provides csamples of how loans may be credited against the 
required collateral of the Cover Pool. 

ILLi:.STRATI\E ASSIMPTIO.NS: 

- S 1 ,0O() Covered Bond issuance 

- Minimum ovcrcollateraliiulion of 5% 

- Updated ma.xinium LTV of 80% credited toward overcollateralization 

- SI.OSOofrequitedcollaterjKSI.OOO* 1.051 

Scenario A: 

* Piu'l ofShtl loans on homes with an updated value ofSIlllll 

• SI,050i(S80x I.O|=l3.l25loan5requircdmCoverPool 


.Scenario B: 

* PiHil ofSAO loans on homes with an updaU'd value of $IIN| 

• Sl.050/($h0x 1.0) = 17.500 loans required m Cover Pool 


Scenario C: 

* I’lMil ofShO loans on homes with an updated value ofSXII 

• S 1.050/ (580 xaS|= Ih.dOhloans required in Cover Pool 
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\DPfndi\ B: Final FDIC ( o\ere(l Bond Policy Slalemeiil 
FEDERAL DEPOSIT 1NSUR,\NC£ CORPORATION 
Covered Hond Policy Stoicment 
AGENCY: Federal Deposit Insurance Corporation (FDIC), 
ACTION: Final Statcincnl of Policy 


SUMMARY: llie Federal Deposit Insuratice Corporation (the FDIC) is 
publishing a final policy statement rat the treatment of covered bonds in u 
conservatorship or receivership. This policy slalcmcnl provides guidance on Ihe 
availability of expedited access to collateral pledged for certain covered bonds 
after the FDIC decides whether to tenninale or continue the transaction, 
Specitically, the policy statement clarifies how the FDIC will apply Ihe consent 
requirements of section I l(e)(l3)|C) of the Federal Deposit Insurance Act I FDIA) 
to such covered bonds to facilitate Ihe prudent development of Ihe U.S. covered 
bond market consistent with the FDIC's responsibilities as conservator or receiver 
lor insured depository institutions (IDI). As the U.S. covered bond market 
develops, future moditlcalions or amendments may be considered by the FDIC. 

FOR FURTHER INFORMATION CONTACT: Richard T. Aboussic. Associate 
General Counsel. Legal Division (703) .^62-2452: Michael H. Krimmingcr. 
Special Advisor for Policy (202) SOS'ioso. 

■SIJPPIEMENTARY INFORMATION 

1. Background 

On Apiil 23. 2008, the FDIC published the Interim Final Covered Bond Policy 
Slalcmcnl for public comment. 73 FR 211)49 (April 23. 2(108) After carefully 
reviewing and considering all comments, the FDIC has adopted certain limited 
revisions and clarifications to llie Interim Policy Stalcmenl (ns diseus.scd in Part 
II) in the Final Policy Statement.' 

CufTently, there are no sialuloiy or regulatory prohibitions on the issuance of 
covered bonds by U.S. banks. Therefore, to reduce market uncertainly and clarify 
the application of the FDIC's slatulnry authorities for U.S. covered bond 
transactions, the FDIC issued an Interim Policy Slalcmcnl to provide guidance on 
the availability of expedited access to collateral pledged for certain covered bonds 
by IDIs in a conserv atorship or a receivership. As discussed below, under section 
1 1 le|( 1 3)(C) olThe FDIA. any liquidation of collateral of an IDI placed into 
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coiiscnaiorship or receivership requires the coiiseni ol ihc FUlC ilurmc ihe iniilal 
45 days or W days after lls appoinlmcnl. rcspcclively. Conscqucnlly. issuers of 
covered bonds have incurred additional costs thun maintaining additional 
liquidity needed to insure continued payment on outstanding bonds if the FDIC as 
conservator or reoeiver falls to make payment or provide access to the pledged 
ciillateral during these periods after any decision by the FDIC to terminate the 
covered bond transaction. The Policy Statement does not impose any new 
obligations on the FDIC, -as conservator or rceeiver, but does define the 
circumstances and tk specific covered bond liansactions for wliich the FDIC will 
grant consent to c-xpedited access to pledged covered bond collateral. 

Covered bonds arc general, non-deposit obligation bonds of Ihe issuing bank 
saured by a pledge of loans that remain on the bank’s balance sheet. Covered 
bonds origiiuued in Europe, where they are subject to extensive statutory and 
supen isory regulation designed to protect Ihe inletcsb of cov ered bond investors 
from the risks of insolvency of Ihe issuing bank. By contrast, covered bonds are a 
relatively new inmvvalion in Ihe U.S. with only two issuers to dale; Bank of 
America. N.A. and Washington Mutual. These initial U.S. covered bonds were 
issued in September 2006 . 

In Ihe covered bond uaitsaclions initiated in the U.S. to dale, an IDI sells 
mongage bonds, secured b^ mongages, to a trust or similar entity ("special 
purpose vehicle" nr ”SPV”).' The pledged mortgages remain on the IDI's balance 
sheet, secuniig the IDI's obligation to make payments on the debt, and ihe SPV 
sells covered bonds, secured by the mongage bonds, to inv estors. In the event of a 
default by Ihe IDI, Ihe mortgage bond trustee takes possession of Ihe pledged 
mortgages and continues to make payments to the SPV to service Ihe covered 
braids. ProponenLs argue that covered bonds prov ide new and additional sources 
of liquidity and diversity to an institution's ftinding ha.se. 

The FDIC agrees that covered bonds may be a useful liquidity tool for IDIs as 
part of an overall prudent liquidity management iramevvork and within the 
ivaramcters set Ibrth in the Policy Statement. While covered bonds, like other 
secured liabilities, could increase the costs to the deposit insurance fund in a 
receivership, these potential costs must be brtlanced vvitli divemification of 
sources of liquidity and the benefits that accrue Irom additional 011-6013111% sheet 
alternatives to securitialion for financing mortgage lending. The Policy 
.SlalentenI seeks to balance these considerations by clarifying Ihe conditions and 
circumstances under which Ihe FDIC will grant aulumalic consent to aeee.ss 
pledged covered bond collalentl. The FDIC believes that Ihe prudential limitations 
SCI forth in the Policy Slalemcm permit the ineremenlal development of the 
covered bond muikci. while allowing llic FDIC, and other regulators, the 
opportunity to evaluate these transactions wilhin the U.S. mortgage market. In 
fulfillment of its responsibilities as deposit insurer and receiver for tailed IDIs. the 
F Die will coiiilnue lo review the development of Ihe covered bond marketplace 
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in ihe U.S. and abroad lo join further insiglil into Ihc approprialc role of covered 
bomb in IDI funding and the U.S. mortgage market, and their polcmial 
cntscqucnccs for Ihe deposit insurance litnd. (For ease of reference, throughout 
this discussion, when we refer to "covered bond obligation." wc are referring lo 
Ihe part of the eovered bond Iransaelion eomprising Ihe IDI's debt obligation, 
whelher lo the SPV, mortgage bond trustee, or other parties; and “covered bond 
obligee" is the entity lo which Ihe IDI is indebted.) 

Under the FDIA, when Ihe FDIC is appointed conservator or receiver of an IDI, 
coniracling parties cannot lemtinale agreements with the IDI because of Ihc 
insolvency itself or the appointment of the conservator or receiver. In addition, 
coniracling parlies must obtain the FDIC's consent during llic forty-five day 
period alter appointment of FDIC as conservator, or during the ninety day perimi 
alter appointment of FDIC as receiver before, among other things, lemtinalin^ 
any contract or liquidating any collateral pledged for a .secured transaction. 
Dunng this period, Ihe FDIC must still comply with otherwise enforceahlc 
provisions of Ihc coninicl. Fhe FDIC also may letminalc or repudiate any contract 
of Ihe IDI within a reasonable lime after Ihe FDIC's appointment as conservator or 
receiver if Ihc conservator or receiver determines that Ihc agieeincnl is 
burdensome and that the repudiation will promote Ihe orderly administration of 
Ihc IDI's aflairs,' 

As conservator or receiver fur an IDI. the FDIC has three options in responding to 
a properly structured covered bond transaction of the IDI; 1 1 continue to perform 
on the crivered bond transaction under its terms; 2) pay-off Ihe covered bonds in 
cash up to the value of the pledged collateral; or J) allow liquidation of Ihe 
pledged collateral lo pay-otT the covered bonds. If Ihe FDIC adopts Ihc first 
option, it would continue to make Ihe covered bond payments as scheduled, fhe 
second or third options would be triggered if the FDIC repudiated the iransaelion 
or if a mtmeiary default occuned. In both cases. Ihe par value of Ihe covered 
bonds plus interest accrued lo the dale of Ihe appointment of the FDIC as 
conservator or receiver would be paid in full up to Ihc value of the collateral. If 
the value of Ihe pledged collateral exceeded the total amount of all valid claims 
held by Ihc secured parties, this excess value or over collateralization would he 
relumed lo Ihe FDIC. as cmscrvaior or receiver, for disirihulion as mandated hy 
Ihe FDIA. On the other hand, if there were insufficient collateral pledged lo cover 
all valid claims by the secured parties, Ihc amount of the claims in excess of the 
pledged collateral would he unsecured claims in Ihe rwelveiship. 

Wide the FDIC can repudiate the underlying eoniraa and thereby terminate any 
cunllmiing obligations under that conlrael, the FDIA prohibits ihe FDIC. as 
consenaior or receiver from avoiding any legally cnibreeable or perfected 
.security interest in Ihc assets of the IDI unless the interest was taken in 
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coiiiemplaiion «l ihc lUI's insolvency or with the mient to hinder, deluy. or 
defraud the H)l or its creditors.' This statutory provision ensures protection lor 

the valid claims of secured creditors up to the value of the pledged collateral. 
Alter a default or repudiation, the FDIf as conservaUir or receiver may either pay 
resulting damages in cash up to Ihe value of Ihc collateral or turn over the 
collateral to Ihe secured party for liquidation. For ejumpic, if the conservator or 
receiver repudiated a covered bond transaction, as di.seussed in Part II bclou, it 
would pay damages liinilcd lo par value of the covered bonds and accrued interest 
up to the date of appoimment of tlic conscrvalor or receiver, if sufficient collateral 
was in Ihc cover pool, or turn over Ihc collateral for liquidation with the 
conservator or receiver recovering any proceeds in excess of those damages. In 
liquidating any collateral for a covered bond transaclion, it would he essential lhal 
the secured party liquidate Ihc collalcnil in u commercially reasonable aiul 
expeditious manner taking into account Ihe ihen^exisling market conditions. 

As noted above, existing covered bond tramsaciions by U.S. issuers have icscd 
SPVs. However, nothing in the Policy Slalcmcni requires the use of an SPV. 
Some questions have been posed about the treatment of a subsidiary or SPV after 
appointment of the FDIC as conscrvalor or receiver. The FDIC applies wcll- 
defined standards to determine whether lo treat such entities as "separate” from 
Ihe IDI. If a stihsidiary or SPV, in fact, has fulfilled all requirements for treatment 
as a "separate" entity under applicable law, Ihe FDIC as conservator or receiver 
has not applied its statutory powers lo Ihc subsidiary's or SPV's contracts with 
third parties. While the determination of whether a subsidiary or fvPV has been 
organized and maintained as a separate enlity Iroiri Ihe IDI must be determined 
based on the specific facts and circumstances, the standards for such decisions are 
set forth in generally applicable judicial decisions and in the FDIC's regulalion 
governing subsidiaries of insured stale banks. 1 2 C.F.R. $ 362.4. 

The requests to Ihc FDIC for guidance have focused principally on Ik conditions 
under which the FDIC would grant consent to obla’ui collateral for a covered bond 
transaction before ihc expiration of Ihc Ibny-five day period after appoimment of 
a conservator or Ihe ninety day period after appoinimem of a receiver. IDIs 
inlercsted in issuing covered bonds have expressed coneern lhal Ihc requirement 
lo seek Ihe FDIC's consent before exercising on Ihe collateral after a breach could 
mlerrupi paymenls lo the covered bond obligee for as long as % days. IDIs can 
provide lor additional liquidity or other hedges to accommodate this polenlial risk 
III the continuity of covered bond payments hut at an additional cost lo Ihe 
transaclion. interested panics requested lhal Ihe FDIC provide clarification about 
how FDIC would apply the consent requirement with respect lo covered bonds. 
Accordingly, Ihc FDIC has detennined lo issue this Final Covered Bond Policy 
Slatemeni in order to provide covered bond issuers wilb final guidance on how 
Ihc FT)1C will treat covered bonds in a conservatorship or receivership. 
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II. Overview ol ihe Commenis 

Tile FDIi' received opproximately 13(1 comment lelierv on the Interim Policy 
Slatemcnl; these ineluded comments Irom national hanks. Federal Home I oan 
Banks, industry groups and individuals. 

Most comraenters encouraged the FDIC to adopt the Policy Statement to claril'y 
how the FDIC would treat covered bonds In the case d a conservatorship or 
rcceivcTsliip and, thereby, lacilitatc the developtncnt d' Ihe U.S. eovered bund 
market. The more detailed comments focused on one or more of the following 
categories of issues: ( 1 ) the FDIC's discretion regarding covered bonds that do not 
comply with the Policy Stalemem: (2) application to covered bonds completed 
prior to the Policy Statement; (.3) the limitation of the Policy Slatemcnl to covered 
boiuLs nut exceeding 4 percent of liabilities: |4) the eligible collateral for Ihe cover 
pools; (5) the measure of damage.s provided in the event of delauK or repudiation; 
(6) (he covered bund tenn limit; and (7) lederal home loan hank advances and 
assessments. 

Certain banks and industry associations sought clarincalion about the treatment of 
covered bonds that do not comply with the Policy Statement by Ihe FDIC as 
conservator or receiver. Specifically, commenters -asked llie FDIC to cinrily (hat if 
a covered bond issuance is not in conformance with Ihe Policy .Slatemcnl. Ihe 
FDIC retains dcscretion to grant consent prior to expiration of Ihe 45 or 90 day 
period on a case-by-case basis. Under Section I l(e)(l3)(C) of the FDIA. the 
exercise of any right or power to tenninaic, accelerate, declare a default, or 
otherw ise alFeci any contract of the IDI. or to lake possession of any property of 
the IDI. requires the consent of the conservator or receiver, as appropriate, during 
(he 45-d8y period or W-day pentHl after Ihe dale of Ihe appointment of the 
conservator or receiver, us applicable. By Ibe statutory terms, the conservator or 
receiver retains the discretion to give c(in.senl on a case-by-case basis alter 
evaluation by Ihe FDIC upon the failure of the issucT. 

Comments from banks who issued covered bonds prior to the Policy Statement 
requested either 'grandfathering' of preexisting covered bonds or an advance 
determination by ihc FDIC before any appointment of a conservator or receiver 
that specific preexisting covered bonds qualified under Ihc Policy Statement. 
After carefully considering the comments, the FDIC has determined that to 
'grandfathci' or otherwise |ierrail mortgages or other collateral that does not meet 
(he specific luquiremenLs of Ihe Policy .Statement to support coveiud bonds would 
not promote stable and resilient covered bonds as cncompas.sed within Ihc Policy 
SlatcmenL If preexisting covered biinds, and their collateral, otherwise qualify 
under Ihe standards specified in the Policy Stalanenl. those covered bonds would 
be eligible for the expedited access to collateral pros ided by the Policy .SlatcmenL 
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A number ol commcniers reijucsicd ihm ihc limiminn ob eligible covered bonds 
lo no more than 4 pcrcenl of an IDI's total liabilities should be removed or 
increased. Commenlers also noted that other eouinries applying a cap have based 
llie limitation on assets, not liabilities. The Policy Statement applies m covered 
bond i.ssuances that comprise no more than 4 percent of an instilullim's total 
liabilities since, in part, as the proportion of secured liabilities increases the 
unpledged assets available to satisfy the claims of the Deposit Insurance Fund, 
uninsured depositors and other creditors decreases. As a result, the FDIC must 
focus on the share of an IDI's liabilities that arc secured by collateral and balance 
the additional potential losses in the failure of an IDI against the licnefits of 
incmased liquidity for open institutions, 'flte 4 percent limitation under the Policy 
Statement is designed to permit the I DIC. and other regulators, an opportunity to 
evaluate the development of the covered bond martvel within the financial system 
of the United States, which differs in many respects frnin that in other countries 
deploying covered bonds. Consequenlly, while changes may he considered lo this 
limitation as the covered bond market develops, the FDIC has decided not to 
make any change at this lime. 

A number iif commcnicrs sought expansion of ihe mortgages defined as "eligible 
mortgages' and Ihe expansion of eollalcral for cover pools lo include olher assets, 
such as second-lien home equity loans and home equity lines of credit, credil card 
receivables, mongage.s on conimereial properties, public sector debt, and studeni 
loans. Uher eomnieiiters requested that “eligible moitgagcs" should be defined 
solely hy Ihcir loaii-to-value (LTV) ratios. After considering these comments, the 
FDIC has determined that its interests in efncieiil resolution of IDIs, as well as in 
the initial developmeni of a resilieni covered bond market dial can provide 
reliable liquidity for well-underwritten mortgages, support retention of the 
limitations on collateral for qualilying covered bonds In the Interim Policy 
.Slalemenl. Recent market experience denumslrales that many mortgages dial 
would mil qualify under the Policy .Slalemenl, such as low doeumenialion 
mortgages, have declined sharply in value as credit eonditions have delerioraled. 
Some of Ihc olher assels proposed arc subject lo substanlial volafiliiy as well, 
while others would not specifically support additional liquldiiy for well- 
uiidcrwrilten residcmial iiiotlgages. As noted above, cctlain provisions of the 
Policy Suilcmcnt may he reviewed and reconsidered as Ihc U.S. covered bond 
market develops. 

With regard lo ihe comments that LTV be used us a guide lo delermmc an 
“eligible mongage,” ihe FDIC does mil believe that LTV can suhslilule for strong 
underwriting enteria lo ensure sustainable mongages. In response lo Ihe 
comincms, and ihc imponani role dial LTV plays in mortgage analysis, the Policy 
Slalemenl will urge Issuers lo disclose LTV for mongages in Ihe covet pool lo 
enhance iransparency for die covered bond market and proraole slable cover 
pools. However, no specific LTV limilalion will he imposed. 
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Two commcnicrs suggcsicd that tha Policy Slatcmcm should be clarltlcd lo 
pcrmil Ihc suhslitulion of cash as cover pool collalcral. The Policy Slalcmcnl has 
been modified In allow for tlie substituiion of cash and freasury and agency 
sccurilies. The subslilulion of such collalcral docs not impair ihe strength of Ihe 
cover pool and may be an iinporlam tool to limii short-lemt strains on issuing 
IDIs if eligible mortgages or AAA-rated mortgage securities must be withdrauit 
from the cover pool. 

A number of coinmciilcrs requested guidance on thu calculation of damages Ihe 
receiver will pay to holders ofeovered bonds in the case of aqttidialion or default. 
Under 12 USO jj 1821(e)(3). the liability of the conservator or receiver Ibr Ihe 
disaDIrmancc or repudiation of any contract is limited to "actual direct 
compensatory damages” and detemiined as of the dale of appointment of Ihe 
cnnservalor nr receiver. In the repudiation of cnmracls. such damages generally 
are defined by the amount due under the contract repudiated, but excludiim any 
amounts for lost profits or opportunities, other indirect or contingent claims, pain 
and suffering, and cscmplary or punitive damages. Under Ihe Policy Staicmcm. 
Ihc FDIC agrees that "actual direct compensatory damages” due lo bondholders, 
or their rcprescmaiivcfs), for repudiation of covered bonds will be limited to the 
l>ar value of Ihc bonds plus accrued inicresi as of Ihc dale of appointment of Ihc 
I’DIC as conservator or receiver, file FDIC anticipates that IDIs issuing covered 
Inmds. like other obligations bearing inleresi rale or other risks, will undertake 
prudent hedging strategies for such risks os part of their risk management 
pn'gram. 

Many commcniers suggested that Ihc lO-year icmi limit should be removed lo 
Itermil longer-lerm covered bond nialurilies. Alter reviewing the comments, ihe 
FDIC agrees that longer-lerm covered bonds should no! pose a sipificani, 
additional risk and may avoid shott-lcrm Funding volatility. Therefore, the FDIC 
has revised the Inlenm Policy Slalcmenl by increasing Ihc Icntt limit For covered 
bonds from 1 0 years lo 30 years. 

A number of the Federal Hume Loan Banks, and their memher institutions, 
objected 10 the inclusion of FIILB advances in the dcfiniiioit of "secured 
liabilities,” any imposed cap on such advances, and any change in as.scssmenl 
rales. Under 12 C.F.R. Part 36(1.2 (Federal Home Loan Baitk.> a.s Secured 
Creditors), .secured liabilities include loans from Ihe Federal Reserve Bank 
discount window, Federal Home Uan Bank (FHLB) advances, repurchase 
agrcenienLs, and public deposits. However, the Policy Statement does not impose 
a cap on FHLB advances and has no encci on an IDI's ability to obtain FHl.B 
advances nr its deposit iasurance as.scssmcms. The Policy Statement solely 
addresses covered bonds. 
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However, as noied above, where an 11)1 relies verj' heavily on seeured liabllllies 
lo Imance iLs lending and other business aclivilies, it docs pose a greater risk ok 
I 0 S.S to the Deposit Insurance Fund in any Failure. .Should the covered bond market 
develop as a significant stwee oF ftinding For IDIs. and should that development 
create substantial increases in an IDI's reliance on secured Funding, it would 
increase the FDIC’s losses in a Failure and perhaps outweigh the benefits oF 
improved liquidity. As a result, it is appropriate For the HDIC to consider the risks 
oF such increased losses, Considemtiun oF these risks may occur in a possible 
Future request For comments on seemed liabilities, but they are not addressed in 
this Policy Statement. 

III. Final Statement oF Policy 

For the purposes oF this final Policy Statement , a “covered bond" is ilefined ns a 
non-deposit, recourse debt obligation oF an IDI with a tenn greater than one year 
and no more than thirty years, that is secured directly or indirectly by a pool oF 
eligible mortgages or, not eseeeding ten percent oFthe collateral, by .AAA-rated 
mortgage bonds. The tenn "covered bond obligee" is the emity to which the IDI is 
indebted. 

To provide guidance to potential covered bond issuers and investors, while 
allowing the FDIC lo evaluate the potential benefits and risks that covered bond 
transactions may pose hi the deposit insurance Fund in the IJ.S. mortgage market, 
the application oF the policy statement is limited lo covered himds lira! meet the 
Following standards. 

This Policy Statement only applies lo covered bond issuances made with the 
consent oF the IDI's pnmarv Federal regulator m which the IDI's hilal covered 
bond obligations at such issuance comprise no more than 4 percent oF nn IDI's 
total liabilities. The FDIf is cvincemed that unrestricted growth while the FDIC is 
evaluating the polemial benefits and risks of covcTcd bunds could excessively 
increase the proportion of secured liabilities 10 unsecured liabilities. The larger the 
balance oF seeured liabilities on the balance sheet, the smaller the value oF assets 
that arc available lo saiisly depositors and general creditors, and consequently the 
gnaler the potential lass lo the Deposit Insurance Fund. To address these 
concerns, the policy statement is limited to covered boniks that comprise no more 
than 4 percent nl’a financial institution's total liahililies aFicr issuance. 

In order to limit the risks to the deposit insurance Fund, application oF the Policy 
.Stalemenl is ri’striclcd lo covered bond issuances secured by pertccled security 
iniiTcsts under applicable state and Federal law on performing eligible mortgages 
on ouc-to-Four lamily residential properties, underwritten at the Fully inde.vcd rate 
and relying on documented income, a limited volume of A-AA-ratcd mortgage 
securities, and certain substitution collateral. The Policy Sialcmcnl provides that 
the mortgages shall be underwritten at the Fully indexed rate relying on 
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docuracnt(Kl income, mid comply wilh cxisimg nupcniitory guidance governing 
llie undem riling of rcsidcnliul mortgages, including Ihc Interagency Guidance on 
Non-rraditional Mortgage Products. October 5, 20116. and the Interagency 

Stalemeiit on .Subpnme Mortgage Lending. July 10. 2007, and .such additional 
guidance applicable at the time of loan origination. In addition, the Policy 
.Stalemeiit requires lliat the eligible mortgages and oilier eollalcral pledged I'or the 
covered bonds be held imd oivned by the IDI. This requiremeni is designed lo 
pnileci the FDIC's inicresis in any over collalcraliaalion and avoid sinictures 
involving ibe inuisl'er of the collateral to a subsidiary or SPY at initiation or prior 
lo any IDI del'aull under the covered bond transaction. 

rile TDIC recognizes that some covered bond programs include mortgage-backed 
securities in limited quamilies. SlalT believes tbal allowing some limited inclusion 
of AAA-raled morlgage-backed securities as collaleral for covered bonds during 
this interim, evaluation period will support enbanced liquidity for mortgage 
linonce wilboul increasing Ihc risks lo the deposit insurance fund Therel'orc, 
covered bunds lhai include up to 10 percent of Ihcir collaleral in AAA-raied 
mortgage .securities backed solely by mortgage loans that arc made in compliance 
with guidance rererenced above will meet the standards set Ibrth in Ihc Policy 
Staiemenl. In addition, substitution collaleral for the aivcrcd bonds may include 
ca.sh and Treasury and agency securities as necessary lo prudenlly manage Ibe 
cover pool. Securities backed by tranches in other seciuities or assets (such os 
Collateralized Debt Obligations) arc not considered to be acceptable collateral. 

The Policy Statement provides that Ihc consent of Ihc FDIC. as conservator or 
receiver, is provided to covered bond obligees to exercise their comraciual rights 
over collaleral for covered bond transactions conforming to Ihc Interim Policy 
Statement no sooner than ten (IU| bminess days after a monetary default on an 
IDI's obligation to the covered bond obligee, os' dellncd below, or len (III) 
business days after the efrcclive date of repudiation os provided in written notice 
by the conservator or receiver. 

Ibe FDIC aniicipaies that future developments in the marketplace may present 
interim final covered bond structures and structural elements that are not 
encompassed within this Policy Staiemenl and therefore the FDIC may consider 
fiilure amendment (with appropriate notice) of this Policy Staiemenl as the U.S. 
covered bond market develops. 

IV. Scope and Applicability: 

This Policy Stalemeiit applies lo the FDIC in its capacity as conservator or 
receiv cr of an insuied depository instilution. 
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lliis I’olity Siaicmcnl only addresses ihc rights of the FDIC under 12 U.S.C. i) 
l82l(e|(l3HC). A previous policy slalemcnt entitled ''Statement of Policy on 
Poreelosnre Consent and Redemption Rights," August 17, l‘W2, scparaiel) 
addresses consent under 1 2 U..S.C. ( 1 825(b), and should be separately consulted. 

This Policy Statement does not authorize, and shall not be construed as 
authorizing, the waiver of the prohibitions in 12 U.S.C. S l825(bK2) against levy, 
auachment, garnishment, foreclosure or sale of property of the FDIC, nor does it 
authorize or shall it be construed as authorizing the attachment of any involuntary 
lien upon the property of tire FDIC. The Policy Statement provides that it shall not 
be construed as waiving, limiting or otherwise alTccling the rights or powers of 
the F'DIC to lake any action or to exereise any power not spectllcally mentioned, 
including but niH limited to any riglits, pow ers or remedies of the FDIC regarding 
transfem taken in contemplatiim of Ihc institution's insolvency or with the intent 
to hindcT, delay or defraud the institution nr the creditors of such institution, or 
that is a fraudulent transfer under applicable law, 

fhe Board of Directors of the FDIC has adopted a Final Covered Bond Policy 
Siaicmcnl. flic text of the Covered Bond Policy Slaicmcni Ibllovvs: 

COVERED BOND POLICY STATEMENT 

Background 

Insured depository instiuitioiis ("IDIs") are showing increasing interest in issuing 
covered bonds. Although covered bond structures vary, in all covered bonds the 
IDI issues a debt obligation secured by a pledge of assets, typically mortgages. 
The debt obligation is cither a covered bond sold directly to inveslori, or 
mongage bonds which are sold In a trust or similar entity |"speeial purpose 
vehicle" or "SPV") as eullalcral for the SPV to sell coveted bonds to investors, In 
either ease, the IDTs debt obligation is secured by a perfected first priority 
security imeresi in plodgcul mortgages, which remain on the IDI's balance shed. 
Proponents argue that covered bonds provide new and additional sources of 
liquidity and diversity In aii institution's funding base. Based upon the information 
available to dale. Ihe FDIC agrees that covered bonds may be a usefiil liquidity 
loot for IDIs as pan of an overall prudent liquidity management fitimework and 
Ihe parameters set forth in this policy .siaicmcnl. Because of the increasing inlerest 
IDIs have in issuing covered bonds, the FDIC has determined to issue this policy 
.slalemcnt with tesped to covered bonds. 

(a) Definitions. 

1 1 ) For the purposes of this policy slatemenL a "covered bond" shall be defined as 
a non-depsKiu recourse debt obligation of an IDI with a term greater than one year 
and no more than tliiny years, that is secured diredly or indirectly by perfcded 
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«ccuriiy interest under applicable aiaic and tederal law nn assets held and uwiMd 
by Ihc IDI consisling uf eligible mortgages, or AAA-rated inortgugc-hacked 
securities secured by eligible mongages if for no more than ten percent of the 
collateral for any covered bond issuance or series. Such covered bonds may 
permit substiltiliuit of ca.sh and United States Treasury and agency securities for 
the initial collateral as neces.sary to prudently manage the ctiver pool. 

(2) The letm "eligible mortgages" shall mean perfurming Krst-lien murtgages on 
one-to-four family residential properties, underwritten at the fully inde.xed nite‘ 
and relying on documented income, and complying with existing supers isory 
guidance goveming the underwriting of residential mortgages, including the 
Interagency Guidance on Non-fraditional Mortgage Products, October 3, 2006, 
and the Interagency Statement on Subprinte Mortgage Lending, July 10, 200T 
and such additional guidance applicable at the lime of loan origination. Due to the 
predictive quality of loan-lo-value ratios in evaluating residential mortgages, 
issueis ,shimld disclose loan-lo-value ratios for the cover pool to enhance 
transparcney for the covered bond markeL 

(3) The term "covered bond obligation," shall he dcfinctl as the portion of the 
covered bond transaction that is the insured depository inslitiilion's debt 
obligation, w hetber to Ihc SP V, mortgage bond trustee, or other panics. 

|4| The lenn "covered bund obligee" is Ihc entity to which the insured depository 
Institution is indebted. 

(5) The term "monetary default" shall mean the railiirc to pay when due (taking 
into account any period for cute of such failure or for forbearance provided under 
the instrument or in law) suras of money that are owed, without dispute, to Ihc 
covered bond obligee under the terms of tiny bona fide instrument creating the 
obligation to pay. 

(6) The term "total liabililic.s" shall mean, tor banks that file quarterly Reports uf 
Condition and Income (Call Repons), line 21 "Total liabilities" (Schedule KC): 
and for thrifts that file quarterly Thrift Financial Reports (TKRs), line SC7U "Total 
liabilities" (Schedule SCI, 

(b) Coverage, Tliis policy siatemenl only applies to covered btind issuances made 
wilh the consent of the IDI's prnnary federal regulator in which the IDI’s total 
covered bond obligation as a result of such issuance comprises no more than 4 
percent of an IDI's total liabilities, and only so long as the assets securing the 
covered bond obligation are eligible mortgages or AAA-raicd mortgage securities 
on eligible mortgages, if not exceeding 10 percent of the collateral for any 
covered bond issuance. Substitution for tlic initial cover pool collateral mtiy 
include cash and Treasury and agency securities as necessary to prudently manage 
the cover pool. 
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(c) Coiiscnl 10 fcrtaiii aclions. The FDIC as consenaloror receiver consents lo a 
covered bond obligee's exercise ol the righis and powers listed in 12 U.S.C. ^ 
I82llc)( I3KC'). and will not assert any rights to which it may be entitled pursuant 
lo 12 U.S.C. !i l82l(e)(l3KC), after the expiration of the specified amount of 
time, and the occurrence of the following events: 

(1) If at any time after appointment the conservator or receiver is in a nionetaty 
default to a covered bond obligee, as defined above, and remains in monetary 
default for ten (10) business days after actual delivery of a written request to the 
FDIC pursuant to paragraph (d) hereof to exercise contractual righis because of 
such monetary default, the FDIC hereby consents pursuant to 12 U.S.C. I) 
IS2l(c|(l3KC) to the covered bond obligee's exercise of any such contractual 
righis. including liquidation of properly pledged collateral by commercially 
reasonable and expeditious methods taking into account existing market 
conditions, provided no involvement of the receiver nr conservator is required. 

(2) If the FDIC as conservator or receiver of .an insured depository insliliition 
providers a written notice of repudiation of a comrael lo a covered bond obligee, 
and die FDIC docs not pay the damages due pursuant to 12 U.S.C. S 1821(e) hy 
reason of such repudiation within ten (10) business days after titt cft'eclive date of 
the notice, the FDIC hereby consents pursuant lo 12 U.S.C. § l82l(e)(l3KC) for 
the covered bond obligee's exercise of any of its contractual righis. including 
liquidation of properly pledged collateral by commercially reasonable and 
expeditious methods taking into account existing market conditions, provided no 
involvcmctii of the receiver or conservator is required. 

(3) fhe liabilNy of a conservator or receiver for the disaffirmance or repudiation 
of any covered bond issuance obligation, or for any monetary default on, any 
covered bond issuance, shall he limited lo the par value of the bonds issued, plus 
contract interest accrued thereon lo Ihe dale of appoinimeni of Ihe conscrvalor or 
receiver. 

(d) Consent. Any party requesting the FDIC's consent as conscrvalor or receiver 
pursuant to 12 U.S.C. § l82l(e)(l3KC) pursuant lo this policy statement should 
provide to Ihe Deputy Director, Division of Resolutions and Receiverships, 
Federal IX’posil Insurance Corporation. 550 17th Slrecl, NW. F-7fl76. 
Washington DC' 2U429dKHI2. a statement of Ihe basis upon which such request is 
made, and cxipies of all documentation .supporting such request, including without 
limitation a copy of the .applicable contract and of any applicable notices under 
Ihe conlrael, 

(e) Limitations. The consents set forth in this policy statement do not act to waive 
or relinquish any rights granted lo Ihe FDIC in any capacity, pursuant lo any other 
applicable law or any agreement or contract. Nothing contained in this policy 
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alters the claims priority ut collaicrall/ed obligations. Nothing contained in ihis 
policy slaicnicnl shall he construed as permitting the avuidimce of any legally 
enihiceahle nr perrceied security interest in any of the assets of an insured 
depository insliluiion. provided such interest is not taken in contemplation of the 
institution's insolvency, or with the intent to hinder, delay or defraud the IDI or its 
creditors. .Subject to the provisions of 12 U.S.C. § lli2l(c)(l3)(C'). nothing 
contained in this policy statement shall be constnted as permitting the conservator 

or receiver to fail to comply with otherwise enforceable provisions of a contract 
or preventing a covered bond obligee's e.\ercise of any of its contractual righls, 
including llittiidaliun of properly pledged collateral by commereially reasonable 
methods. 

(0 No waiver. This policy statement does not authoritte. and shall not he 
consUucd as authorizing the waiver of the prohibitions in 1 2 U.S.C. § 1 82.3(bK2) 
against levy, attachment, garnishment, foredusure. or sale of property of the 
FDIC, nor docs it authorize nor shall it he construed as authorizing the attachment 
of any involuntary lien upon the properly of the FDIC. Nor shall Ihis policy 
stalcmciii be construed as waiving, limiting or olheruise affecting the rights nr 
powcis of llic FDIC to lake any action or to excrctsc any povter not specifically 
mentioned, including but not limited to any rights, powers or remedies of the 
FDIC regarding transfers taken in contemplation of the institution's insolvency or 
with the Intent to hinder, delay or defraud the instiluiiutt or the creditors of such 
Institution, or that is a fraudulent transfer under appliciihlc law. 

(gl No assignment. The tight to consent under 12 U.S.C. § l82l(eXI3)(CT may 
mil be assigned or transferred to any purchaser of property from the FDIC, other 
than to a conservator or bridge bank, 

(h) Repeal. Diis policy statement may he repealed by the FDIC upon Jll days 
m'lice provided in the Fcideral RegistcT, but any repeal shall not apply to any 
covered bond issuance made in accordance with this policy statement before such 
repeal. 

Uy order of the Board of Directors 

Dated at Washington, DC this day of . 2008. 

Federal Depsisil Insurance Corporation 

Rohcil E, Feldman 
E.\eculive Secretary 
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1 I'lir case ot relerence. ihe Interim l iiial Covered Uond Policy Slatenieiil, 
iniblishcd cm April 23, 2008, will be referred to as the Interim Poliey Statement, 
Tbc Final Covered Bond Policy Statement will be referred to as the Poliey 
.Slaiemenl. 

2 The FDIC understands that certain potential issuem may propose a diB'ereni 
structure that does not involve the use of an SPV. The FDIC expresses no opinion 
about the appropriateness of SPV or so-called ''direct issuance" covered bond 
sliuctures, although both may comply wilh this SlatcinciU of Policy. 

3Seel2U,S.t'.l)l82l(cH13)(C). 

4 Sec 12 C,S.C. §§ 1821(e)(3) and (13). These provisions do not apply in Ihe 
manner staled to "qualified finaneial conlrticts" as defined in Seclion 11(c) of the 
FDI Act, See 12 U.S.C. 5 1821(e)(8). 

5Seel2U.S.C.§)X2l(e)(l2). 

(i The hilly indexed rale equals the index rate prevailing at origination plus Ihe 
margin to be added to il aher the expiration of an inlrodiiclory interest rate. For 
example, assume that a loan with an initial Used rate of 7% will reset to Ilk- $i.x- 
monlh London Interbank OlVered Rale (LIBOR) plus a margin of 6%. If the six- 
month LIBOR rate equals 5.5%, lenders should qualify Ihe hoirower at lli% 
(5.5% + ('%), regardless of any interest rale caps (hat limit how quickly the folly 
indexed rale may be reached. 
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM JULIE L. WILLIAMS 

Q.l. There are many differences between the U.S and European 
housing markets, which raises the question as to whether covered 
bonds would work as well in our markets as they have in Europe. 
What do you see as the primary differences between European and 
U.S. markets that this Committee must be aware of, and thor- 
oughly examine, prior to the enactment of any policies in this area? 
A.I. In Europe, covered bonds have facilitated mortgage financing 
through the capital markets for many years. Many European juris- 
dictions have a special law-based framework with a public super- 
visor specifically dedicated to setting uniform standards and regu- 
lating covered bonds. While differences exist among jurisdictions, 
certain essential common features of covered bonds are: (1) a bond 
collateralized by a “cover pool” of high quality assets; (2) supervised 
management of the cover pool; (3) covered bondholders have a pri- 
ority claim on the cover pool collateral and also have recourse to 
the issuing institution; and (4) legislation providing certainty on 
the treatment of the covered bonds in an insolvency situation. The 
covered-bond market in Europe is the traditional and long-standing 
means of financing mortgages. 

In contrast, U.S. institutions have had a number of alternatives 
for obtaining mortgage financing that are not available in Europe, 
such as Government-sponsored enterprises (GSEs) and the Federal 
Home Loan Banks (FHLBs). By creating the GSEs, the U.S. Gov- 
ernment facilitated and promoted home ownership through mort- 
gage lending. Through the GSEs, a secondary market for mort- 
gages developed in the U.S. and, with the implicit Government 
backing, the GSEs were able to access the capital markets to fund 
their purchases of qualifying mortgage loans. By selling loans to 
the GSEs, financial institutions could obtain funding necessary to 
originate new loans. Fundamental questions are now being consid- 
ered by U.S. policy makers on the future and purpose of the GSEs. 
In addition, the use of private-label securitization in the U.S. his- 
torically has played a large role in mortgage finance. 

The FHLBs also have been a significant source of funding to the 
U.S. banking system. The FHLBs are 12 banks set up under a Gov- 
ernment charter to provide support to the housing market by ad- 
vancing funds to their member banks that make mortgages. The 
FHLB system issues debt to raise capital to provide the funding to 
loan originators. Recent developments stemming from the mortgage 
market disruption, however, are creating less certainty in obtaining 
advantageous FHLB funding, and impacting the availability of 
other historically perceived advantages, such as dividend payments 
and redemption of excess stock. 

Before enacting covered-bond legislation, the Committee should 
carefully consider and examine the policy implications of covered 
bonds on other U.S. funding options. It is possible that covered 
bonds would enhance competition in the funding markets. For ex- 
ample, the HILBs would need to remain competitive with collateral 
coverage, haircuts, and cost of funds. The GSEs similarly would 
need to keep securitization terms competitive. Overall, competition 
is generally beneficial in promoting innovation in product struc- 
tures and terms, including pricing competitiveness. 
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Covered bonds also present broad policy questions on issues re- 
lated to housing finance that the Committee may wish to examine 
in more detail, including efforts to stabilize housing prices, increas- 
ing the availability of credit, improving underwriting standards, re- 
lying on the capital markets for housing finance and transitioning 
away from Government supported housing finance. 

Q.2. In Mr. Campo’s testimony he states that it is his belief that 
covered bonds will not lead to new lending, but rather banks would 
simply replace some of their whole loans activities with covered 
bonds. There also has been speculation, given the similarities be- 
tween covered bonds and advances from the Federal Home Loan 
Banks, that a covered-bonds system simply would replace a portion 
of those advances. 

Based upon your studies and experiences, do you believe a prop- 
erly designed covered-bonds system to be a tool that will allow fi- 
nancial institutions to shift existing activity, or do you see this as 
additional activity that will increase funding, and thus lending? 

A.2. A properly designed system of covered bonds would both shift 
the mix of funding away from other sources of funds and increase 
funding, as well as lending. However, the impact of covered bonds 
on credit provision should not be overstated, since there are many 
factors affecting the supply and demand for credit. A significant 
portion of the observed decline in bank lending has been demand 
related; business and consumers have cut back on spending. Look- 
ing at unused credit lines at banks, it appears there is a lot of 
available credit that business and consumers are not using. But it 
is also clear that bankers have generally tightened their under- 
writing standards — correcting practices that had become too lenient 
and responding to deteriorating economic and borrower conditions. 

In general, the introduction of a new funding instrument like 
covered bonds tends to reduce an institution’s funding costs by pro- 
viding an additional vehicle for financing; it provides enhanced 
flexibility for an institution to identify the lowest cost funding al- 
ternative at any given time as market conditions evolve, and thus 
reduces the risk-adjusted cost of funds for issuing institutions. 

An important consideration is whether covered bonds help to 
“complete” markets by providing a unique benefit. To succeed in 
the market, a financing alternative cannot be redundant, that is it 
must offer one or more features or characteristics that cannot be 
replicated by investors through other investments already available 
in capital markets. Covered bonds issued by banks (or by similar 
institutions) do present a unique combination of effective exposure 
from the perspective of bond investors, offering investors the risk- 
return possibilities associated with exposure to banking activities, 
while simultaneously providing that exposure in a form secured by 
an identifiable pool of bank-originated assets. Thus, it is reasonable 
to expect that covered bonds would be in demand, and, if so, should 
tend to reduce the risk-adjusted cost of funds for issuing institu- 
tions. 

Other considerations are likely to affect this potential reduction 
in funding costs. Because the covering assets remain on an institu- 
tion’s balance sheet, the institution must hold more capital than in 
a typical securitization, and the required amount of capital may be 
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even higher under upcoming changes in capital rules. The relative 
benefits of covered bonds and securitization may also be affected by 
accounting changes and by risk-retention provisions in the recent 
Dodd-Frank Wall Street Reform and Consumer Protection Act. 

However, if covered bonds on balance tend to reduce the cost of 
funds, they also would tend to lower the cost of, and increase the 
supply of, credit flowing from issuing institutions. This enhanced 
credit availability might be most prominent in the covering asset, 
since it would present a source of collateral for covered-bond 
issuance. However, credit expansion would not be limited to the 
covering asset alone, as all types of credit issued by an institution 
would benefit from an issuer’s overall lower cost of funding. 

The use of covered bonds would thus bring both a shift in the 
funding mix — due to the introduction of a currently unavailable 
funding alternative that at times would be the lowest cost of avail- 
able funding alternatives — and an overall increase in funding (and 
many types of lending) by reducing the risk-adjusted cost of fund- 
ing. 

In addition to providing a nonredundant funding alternative that 
enhances the “completeness” of funding markets, covered bonds 
may provide additional benefits under current capital market con- 
ditions. One of the closest existing substitutes for covered bonds is 
securitization. Currently low levels of activity in most 
securitization markets leaves a sizable niche that covered bonds 
could fill. The extent of this apparent gap in currently available 
funding and investment instruments suggests that covered bonds 
might significantly boost lending: An important counterargument 
relates to capital charges. Because covered bonds remain on an in- 
stitution’s balance sheet, the institution must hold more capital 
than in a typical securitization. In addition, new accounting rules, 
upcoming changes in capital rules that may require higher levels 
of capital for assets held on a bank’s balance sheet, and risk-reten- 
tion provisions in the recent Dodd-Frank Wall Street Reform and 
Consumer Protection Act, could constrain the growth of the cov- 
ered-bond market. 

Q.3. If simply a shift, where do you see the shift occurring and why 
do you believe it beneficial, or not, under those circumstances? 

A.3. As noted in the response to the previous question, the intro- 
duction of covered bonds would lead to a shift in the funding mix, 
to the extent that covered bonds present issuers with a less expen- 
sive alternative to existing funding vehicles. This shift likely would 
be away from all other alternatives to at least some degree, but the 
shift is likely to be relatively larger for alternatives that are closer 
substitutes, such as securitization. 

However, in addition to such a shift in the mix of financing vehi- 
cles used by issuers, the availability of covered bonds as a funding 
alternative would also likely lead to an overall expansion of fund- 
ing activity and credit extension by bond issuers. 

Q.4. The implicit guarantee provided to Fannie Mae and Freddie 
Mac ultimately cost the American taxpayer hundreds of billions of 
dollars. Any changes we make to our home finance system must 
ensure that the taxpayers never again are exposed to this kind of 
a danger. If a covered-bond system was to be designed and enacted. 
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what components would be essential to ensure that the system did 
not carry this same implicit guarantee? 

A.4. A critical component in designing a U.S. statutory covered- 
bond program is determining the consequences of a default of a 
covered-bond issuance or the failure of a covered-bond issuer. With 
respect to an issuing institution’s insolvency, it is important that 
the legal framework clarify and specifically address what would 
happen to the cover pool, including the operation and management 
of the pool; the rights of the covered bondholders; and the respon- 
sibilities and obligations of the covered-bond regulator. The absence 
of any Government backing or guarantee could be affirmatively 
provided in the statutory framework creating tile resolution proc- 
ess. 

Covered bonds provide for payment without any implicit or ex- 
plicit Government involvement or guarantee because of their “dual 
recourse” feature. Covered bonds are backed by the issuing institu- 
tion’s promise to pay and by a dynamic pool of assets pledged as 
collateral, referred to as the cover pool. The collateral underlying 
this pool is actively managed to ensure ongoing performing assets, 
and segregated and managed for the benefit of covered bond- 
holders. In a default or issuer insolvency situation, investors would 
look first to the institution to make payments on the bonds, but 
they also would have a claim against the cover pool that has pri- 
ority over unsecured creditors. The covered bonds would not auto- 
matically accelerate if the issuing institution goes insolvent. If ap- 
propriate, issuers could be required to provide disclosures that cov- 
ered-bond issuances are not guaranteed, insured, or backed by the 
U.S. Government. 

Q.5. Many experts feel that it would be economies of scale that 
could make covered bonds a viable tool for liquidity. Therefore, 
there is some debate as to how or if community and regional banks 
would be able to participate in the covered-bonds market. 

What is your opinion on the likelihood that covered bonds could 
be an effective tool for them and why do you believe this to be the 
case? 

A.5. Similar to other funding sources, the institution’s decision- 
making process should consider all costs and benefits of a covered- 
bond program relative to its potential issuance size. As noted in the 
OCC testimony, various types of standards could be embodied in a 
covered-bond regulatory framework that would remove obstacles to 
the development of this market. These standards and framework 
would naturally include compliance costs and burdens. For exam- 
ple, covered bonds should have minimum eligibility criteria setting 
asset quality standards to promote the inclusion of high quality as- 
sets in the cover pool. Requiring meaningful disclosures and mak- 
ing detailed information available about assets in a cover pool is 
essential to provide consistency and transparency across covered- 
bond issuances. Another important standard may include a des- 
ignated minimum amount of overcollateralization and an asset cov- 
erage test and independent “asset monitor” to confirm on a periodic 
basis whether the asset coverage test is satisfied. My testimony 
notes that covered-bond regulators should have the authority to im- 
pose a cap in the percentage of particular asset types that issuing 
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institutions could use for the covered-bond program. In addition, an 
issuer’s total covered-bond obligations as a percentage of the 
issuer’s total liabilities also could be limited. 

For a quality lender with prudent underwriting standards and 
sound risk management practices already in place, the incremental 
costs of a covered-bond program would likely be less. In general, 
the larger the issuance relative to these incremental costs, then the 
greater the potential benefit to the issuer. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM JULIE L. WILLIAMS 

Q.l. What challenges are there to creating a resolution procedure 
in the case where an issuer fails? 

A.l. The resolution procedure for the failure of a covered-bond 
issuer is a critical component in designing a U.S. statutory covered- 
bond program. Without a U.S. legal framework addressing the op- 
eration and management of the cover pool in the event of an issuer 
insolvency U.S. covered bonds will continue to lack predictability 
and clarity compared to other jurisdictions. With respect to an 
issuing institution’s insolvency, it is important that the legal 
framework clarify and specifically address what would happen to 
the cover pool and the rights of the covered bondholders. In par- 
ticular, if the issuer is an insured depository institution then con- 
sideration must be given to the FDIC’s statutory role as conser- 
vator or receiver. 

A statutory framework could create a structure with the fol- 
lowing general components when the FDIC is appointed as conser- 
vator or receiver for an insolvent issuer: (1) creation of a separate 
estate and provision to the FDIC of an exclusive right for a certain 
designated period of time to transfer the issuer’s covered-bond pro- 
gram to another eligible issuer; and (2) a requirement that the 
FDIC as conservator or receiver, during the time period, perform 
all monetary and nonmonetary obligations of the issuer until the 
FDIC completes the transfer of the covered-bond program, the 
FDIC elects to repudiate its continuing obligations to perform, or 
the FDIC fails to cure a default (other than the issuer’s con- 
servatorship or receivership). If the FDIC as conservator or re- 
ceiver, does not timely effect a transfer of the covered-bond pro- 
-am to another eligible issuer, repudiates its continuing obliga- 
tions to perform, or fails to cure a default, then the statutory 
framework could provide for the automatic creation of a separate 
estate and attendant responsibilities. 

Specific challenges in creating a statutory framework relating to 
the resolution procedure include addressing the preservation of de- 
ficiency claims against the issuer, the creation of a residual inter- 
est that represents the right to any surplus from the cover pool, 
and the obligation of the issuer to transfer applicable books, 
records, files, and other documents to the covered-bond regulator or 
another designee. Consideration also should be given to statutory 
provisions providing that the covered-bond regulator may elect for 
an issuer to continue servicing the cover pool for some reasonable 
and operationally practical period of time, and whether the frame- 
work should provide for the Federal Reserve Banks or others to 
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make advances to the estate. If Federal Reserve advances are per- 
mitted, they should be for liquidity purposes, and should be subject 
to Federal Reserve rules that limit credit risk exposure. 

A further specific challenge is determining the appropriate treat- 
ment of any excess amounts from the cover pool once the covered 
bondholders have been paid in full. For example, if a residual inter- 
est is created in the estate that represents the right to any surplus 
from the cover pool after the covered bonds and all other liabilities 
of the estate had been paid in full, should the FDIC or the covered 
bondholders receive the excess collateral? 

Q.2. Who should be in charge of that resolution process? 

A.2. A comprehensive approach for covered bonds that reflects a 
consistent and predictable process across the Federal financial reg- 
ulators would serve to provide certainty and predictability to inves- 
tors and the marketplace in cases of default and issuer insolvency. 
This type of framework would require the covered-bond regulator 
to act as or appoint a trustee of the separate estate, and to appoint 
and oversee a servicer or administrator for the cover pool held by 
the estate. If the issuer is an insured depository institution then 
consideration must be given to the FDIC’s statutory role as conser- 
vator or receiver. Given the nature of the events triggering resolu- 
tion procedures under a covered-bond framework, litigation by un- 
happy private parties could attempt to draw in the covered-bond 
regulator. As such, careful consideration should be given to ad- 
dressing limitations on actions against, and recognition of sov- 
ereign immunity for, the covered-bond regulator acting in its statu- 
torily designated capacities. 

Q.3. How can that process be structured in order to prohibit losses 
from being absorbed by the taxpayer? 

A.3. By structuring the resolution process to involve the creation 
of a separate estate that would exist and be administered sepa- 
rately from the issuing institution, the legal framework would not 
involve recourse to U.S. taxpayers. Covered bonds do not involve a 
Government guarantee or subsidy, and payments to the covered 
bondholders are not insured deposits. The distinctive features of 
covered bonds, unlike other secured debt, include backing by both 
the institution’s promise to pay and a dynamic pool of assets 
pledged as collateral that comprises the “cover pool.” The under- 
lying assets are typically high quality assets, subject to various eli- 
gibility criteria and must be replaced by the institution should they 
fail to meet specified criteria. While investors look first to the insti- 
tution to make payments on tile bonds, the investors also have a 
claim against the cover pool. In the event of insolvency, the sepa- 
rate estate is comprised of the applicable cover pool and assumes 
liability for the covered bonds and any related obligations secured 
by that cover pool. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM MICHAEL H. KRIMMINGER 

Q.l. In response to questioning during the hearing you indicated 
that the FDIC would price the additional risk posed by covered 
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bonds into the assessment fees the FDIC would charge institutions 
that issued covered bonds. 

Does the FDIC believe issuing covered bonds increases the risk 
of failure to an institution? If so, please describe how the FDIC ar- 
rived at this decision, including a description of any data examined 
as part of the analysis. 

A.l. If structured correctly, covered bonds could provide another 
tool for banks to either bolster liquidity or increase lending. How- 
ever, overreliance on any type of secured borrowing, including cov- 
ered bonds, makes it difficult for an institution to borrow in other 
ways. Overcollateralization requirements can increase the dif- 
ficulty. Inability to borrow can cause liquidity problems that may 
make the institution more prone to failure during a significant 
downturn in the banking industry. 

If a covered-bond transaction requires that an institution sub- 
stitute good collateral for defaulting collateral, an increase in de- 
faulting collateral will leave the institution with the defaulting 
loans, which will increase its risk of failure. With an 
overcollateralization requirement, either an increase in defaulting 
collateral or a decrease in the institution’s general credit quality 
may trigger requirements for additional overcollateralization, again 
increasing the risk of failure. 

Allowing an institution to include too wide a variety of assets as 
collateral in a covered-bond program {e.g., collateral other than 
home mortgage loans) may encourage the institution to originate or 
acquire assets without proper underwriting and in businesses in 
which it has no experience, thus increasing the risk of an institu- 
tion’s failure. In particular, permitting derivatives or a large per- 
centage of structured securities (such as collateralized debt obliga- 
tions) as collateral can increase the risk of failure. Both derivatives 
and structured securities have been implicated in institution fail- 
ures in recent years. Covered bonds secured by structured securi- 
ties would be particularly risky if the collateral backing the struc- 
tured securities were of a type not directly permitted as collateral 
for the covered bonds. This increased risk could come from either 
the collateral backing the structured securities itself or from a lack 
of knowledge concerning the underwriting standards for the collat- 
eral. 

Q.2. Does the FDIC believe issuing covered bonds increases losses 
to the Deposit Insurance Fund (DIF), given a failure of an institu- 
tion? If so, please describe how the FDIC arrived at this decision, 
including a description of any data examined as part of the anal- 
ysis. 

A.2. Unless covered-bond transactions are structured according to 
the principles contained in the FDIC’s testimony, covered bonds 
could increase losses to the DIF. As discussed in response to the 
previous question, an improperly structured covered-bond trans- 
action or overreliance on failure and the structured bonds or other 
secured financing can increase an institution’s risk of risk of DIF 
losses. 

Covered bonds also can increase the DIF’s losses in the event of 
an institution’s failure, if the covered-bond transaction is not struc- 
tured according to the principles contained in the FDIC’s testi- 
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mony. An increase in secured liabilities will increase losses to the 
DIF because it reduces the unpledged assets available for sale by 
the FDIC as receiver to repay the DIF for its insured depositor pro- 
tection. As a result, if bondholders retain the excess collateral, this 
will further decrease the assets available for sale and thereby in- 
crease the losses that must be covered by the DIF. Specifically, if 
bondholders are given the option of retaining the collateral secur- 
ing the covered bonds (rather than accepting payment) when an in- 
stitution fails, the FDIC would only receive a residual certificate. 
As the result of its experience with asset securitizations and struc- 
tured finance programs, the FDIC has discovered that it is difficult 
to sell residual certificates, even at deeply discounted prices. In 
contrast, when the FDIC pays secured creditors the secured value 
of their claim and redeems collateral after an institution fails, the 
DIF’s losses are reduced. 

Moreover, because losses would be allocated first to the residual 
certificate and because the retained collateral would be managed 
by an asset manager appointed by the bondholders for their benefit 
rather than the residual holder’s benefit, the DIF could be exposed 
to additional losses. To forestall these possibilities, the FDIC as re- 
ceiver should retain the ability to repudiate the covered bonds, pay 
the bondholders the outstanding principal and interest up to the 
date of payment, and take control of the collateral. 

Finally, regardless of the structure of a covered-bond transaction, 
to the extent that an institution borrows on a secured basis rather 
than through unsecured, nondeposit borrowing, the DIF will suffer 
larger losses if the institution fails, all else equal, because of the 
priority of claims in a receivership. Secured liabilities must be paid 
in full before the FDIC receives any payment on its subrogated 
claim as the deposit insurer. Unsecured claims, on the other hand, 
receive no payment unless the FDIC has been completely reim- 
bursed on its subrogated claim. 

Q.3. If the FDIC prices any increased risk appropriately (whatever 
the rationale for the increase in risk) in the deposit insurance as- 
sessments, why would this not be sufficient to cover assets that 
would not he available to the FDIC if a covered-bond issuing insti- 
tution were to be placed into receivership? 

A.3. Because of the large number of insured institutions and be- 
cause of the detailed information that institutions would have to 
provide the FDIC, the FDIC generally cannot determine assess- 
ment rates for an institution based on individual assets or liabil- 
ities and generally must rely on supervisory appraisals and statis- 
tical methods to price for risk. Thus, for example, while heavy reli- 
ance on secured borrowing will increase an institution’s assessment 
rate, it would be difficult, and likely impossible, for supervisory ap- 
praisals or statistical methods to price for risk based on individual 
instances where an institution has borrowed on a secured basis, 
such as a specific covered-bond transaction. For the 100 or so larg- 
est institutions, the FDIC relies on a more detailed analysis of each 
institution’s specific risk, but, even in these institutions, the FDIC 
cannot price for individual instances where an institution has bor- 
rowed on a secured basis. 
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Moreover, even if the FDIC was able to fully price for risk based 
on each instance where an institution has borrowed through a cov- 
ered-bond transaction, the resulting assessment rate could be pro- 
hibitively high. 

Q.4. In Mr. Campo’s testimony he states that it is his belief that 
covered bonds will not lead to new lending, but rather banks would 
simply replace some of their whole loans activities with covered 
bonds. There also has been speculation, given the similarities be- 
tween covered bonds and advances from the Federal Home Loan 
Banks, that a covered-bonds system simply would replace a portion 
of those advances. 

Based upon your studies and experiences, do you believe a prop- 
erly designed covered-bonds system to be a tool that will allow fi- 
nancial institutions to shift existing activity, or do you see this as 
additional activity that will increase funding, and thus lending? 

A.4. Covered bonds could provide a useful alternative to traditional 
off-balance sheet funding, such as asset backed securitizations. 
However, the FDIC has not undertaken a formal study of this 
issue. The banking industry is currently highly liquid, thus liquid- 
ity issues are not restraining lending. In the future, if liquidity re- 
verts to lower levels, covered bonds could have a more realistic 
chance of spurring lending or having a positive impact on banks’ 
liquidity. 

Q.5. If simply a shift, where do you see the shift occurring and why 
do you believe it beneficial, or not, under those circumstances? 

A.5. It is difficult to isolate the effect of a single funding source on 
a bank’s ability or willingness to lend. The extent that covered 
bonds would replace existing sources of liquidity, or will serve as 
a complimentary source, will depend on a wide variety of factors 
such as balance sheet capacity, accounting standards, investor ap- 
petite, the housing market, and the cost of unsecured sources of li- 
quidity, including deposits and unsecured commercial paper. It is, 
however, reasonable to conclude that covered bonds are likely to 
substitute for other liquidity sources if they provide cheaper fund- 
ing because the absolute volume of covered bonds for any institu- 
tion is limited by its balance sheet since covered bonds are an on- 
balance sheet funding source. 

Q.6. The implicit guarantee provided to Fannie Mae and Freddie 
Mac ultimately cost the American taxpayer hundreds of billions of 
dollars. Any changes we make to our home finance system must 
ensure that the taxpayers never again are exposed to this kind of 
a danger. 

If a covered-bond system was to be designed and enacted, what 
components would be essential to ensure that the system did not 
carry this same implicit guarantee? 

A.6. Unlike the bailouts of both Fannie Mae and Freddie Mac, reso- 
lutions of failed insured depository institutions as well as the DIF 
itself are not funded by taxpayers, but by the banking industry. 

The FDIC would support covered-bond legislation that allows the 
receiver to essentially prepay the bonds (or repudiate) by paying 
the par value of outstanding bonds plus interest accrued through 
the date of payment. This provides a remedy that fully reimburses 
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the covered-bond investors. In return, as in any other repudiation, 
the FDIC as receiver would be entitled to retain the collateral in 
the cover pool after payment of those damages. 

Similarly, balanced covered-bond legislation should avoid exces- 
sive governmental or regulatory involvement in protecting covered- 
bond investors. For this reason, the FDIC has recommended that 
legislation not have regulators enforcing overcollateralization or 
other covered-bond standards for the benefit of investors, rather 
than to preserve the safety and soundness of financial institutions. 
Similarly the FDIC has recommended that legislation not give reg- 
ulators the duty to control any postdefault estate for the benefit of 
investors. Such entanglements provide a level of governmental pro- 
tection for investors that could imply implicit guarantees — as has 
been the perception in some European covered-bond regulatory re- 
gimes. 

The FDIC believes that transfer of covered bonds would mini- 
mize the disruption in the covered-bond markets. Therefore, legis- 
lation should provide for the authority to continue to perform 
under the covered bond until it can sell the program to another 
bank. This would not expose the investors to any loss, by definition, 
since the FDIC would meet all requirements of the covered-bond 
program, including replenishment of the cover pool and 
overcollateralization. As long as the FDIC is performing under a 
covered-bond agreement, covered-bond legislation should not limit 
the time in which the FDIC has to decide how best to proceed. 

Any legislation that fails to preserve these important receiver- 
ship authorities makes the FDIC the de facto guarantor of covered 
bonds and the de facto insurer of covered-bond bondholders. 

Q.7. Many experts feel that it would be economies of scale that 
could make covered bonds a viable tool for liquidity. Therefore, 
there is some debate as to how or if community and regional banks 
would be able to participate in the covered-bonds market. 

What is your opinion on the likelihood that covered bonds could 
be an effective tool for them and why do you believe this to be the 
case? 

A.7. Economies of scale are needed in most existing covered-bond 
models. This suggests the principal users of covered bonds will be 
the largest institutions for the foreseeable future. 

Q.8. There are many differences between the U.S. and European 
housing markets, which raises the question as to whether covered 
bonds would work as well in our markets as they have in Europe. 

What do you see as the primary differences between European 
and U.S. markets that this Committee must be aware of, and thor- 
oughly examine, prior to the enactment of any policies in this area? 
A.8. Until the past decade, most pfandbriefes (the German form of 
covered bonds) were issued by the Landesbanks, which in turn 
were supported directly by the respective local governmental au- 
thorities. Even without direct support, there is significant indirect 
Government support for the European banking sector. By contrast, 
in the U.S., the Dodd-Erank Wall Street Reform and Consumer 
Protection Act aims to reduce the support given by the taxpayers 
to the banking sector. 
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Assets securing European covered bonds have different terms 
and structures than U.S. assets. Residential mortgages, for exam- 
ple, in many jurisdictions, permit banks to reset interest rates, are 
of short duration (5 years), and have loan to value ratios that are 
low. Similarly, use of European models to use as a basis or even 
justification for use of other types of assets to secure covered bonds 
is not wise. For example, while public debt instruments have been 
used as collateral in European covered-bond programs, public debt 
instruments have very different characteristics and risks in the 
U.S. In European jurisdictions, public entities generally are not 
subject to an insolvency regime similar to Chapter 9 bankruptcy for 
local governments in the U.S. They also benefit from a fair amount 
of sovereign support and are unlikely to issue complex or short- 
term instruments such as tax anticipation notes or variable rate 
demand obligations. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM MICHAEL H. KRIMMINGER 

Q.l. What challenges are there to creating a resolution procedure 
in the case where an issuer fails? 

A.l. First and foremost, the flexibility of the FDIC as receiver in 
dealing with covered bonds must be maintained to avoid a subsidy 
of the covered-bond investors. That flexibility includes the ability 
to control a pool of collateral securing the covered bonds (the cover 
pool) as long as the FDIC performs under the covered bond. It also 
includes the authority to repudiate the covered bond (after paying 
par plus accrued interest) to maintain control of the cover pool. The 
Statement of Policy adopted by the FDIC’s Board of Directors in 
2008 provides a clear guide to the treatment of covered bonds in 
a receivership. The market’s reaction to this Statement was very 
positive, and most commentators at the time it was proposed stated 
that it provided a solid foundation for the covered-bond market. At 
a minimum, the FDIC suggests that its Statement of Policy should 
serve as a framework for any legislation. 

Q.2. Who should be in charge of that resolution process? 

A.2. As we have consistently stated, we believe that resolution of 
a covered-bond program should not be separate from the resolution 
of the entire operations of the failed institution itself. The FDIC 
should retain its current flexibility to maximize recovery for the 
benefit of depositors and all creditors. If, in any resolution of an 
issuer, the FDIC determines to turn over the collateral to the in- 
vestors, the administration of the collateral should remain a matter 
of private contract. 

Q.3. How can that process be structured in order to prohibit losses 
from being absorbed by the taxpayer? 

A.3. As noted above, to protect taxpayers and the bank-funded DIF, 
any legislation or regulatory initiative must maintain the FDIC’s 
current flexibility in dealing with covered bonds, whether the FDIC 
is acting as receiver of insured depositories or systemically signifi- 
cant financial companies. Additionally, regulation of covered-bond 
programs should not entangle the Federal Government in the pri- 
vate contracts between issuers and investors to such an extent that 
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would imply a guarantee by the Government, as is the case in Eu- 
rope. 

We believe that H.R. 5823 creates a structure of regulation and 
oversight for the benefit of the investors that could imply that Fed- 
eral regulators are responsible for ensuring that the issuing banks 
live up to their agreements under covered bonds. Moreover, H.R. 
5823 also would make the Federal prudential regulators the ap- 
pointing and supervising authority of trustees that would operate 
the covered-bond separate estates. This level of Government entan- 
glement in private contractual matters could lead to the perception 
or even reality of an implied Government guarantee of covered 
bonds. An implied guarantee of covered bonds would put covered 
bonds on a near par with the Government sponsored enterprises — 
a status that should not be granted without strong policy reasons 
because of the risk posed to taxpayers. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM SCOTT A. STENGEL 

Q.l. Mr. Stengel, some experts have pointed to Fannie Mae and 
Freddie Mac as major obstacles to covered bonds establishing a 
foothold in this country. 

With that in mind, what changes do you feel would need to occur 
in any new secondary market structure to better allow for competi- 
tion by covered bonds with the agency MBS market? 

A.l. In May 2006, economists at the Federal Reserve valued the 
implicit Federal subsidy backing Fannie Mae and Freddie Mac at 
$189 billion. ^ At the time, only two U.S. financial holding compa- 
nies even had market capitalizations in excess of that amount — 
Citigroup at $240 billion and Bank of America Corporation at $220 
billion. 

We can say without hyperbole, therefore, that no private-sector 
security of any kind can compete on an equal footing — in either the 
primary market or the secondary market — with the debt securities 
or the mortgage-backed securities of Fannie Mae, Freddie Mac, or 
any other Government-Sponsored Enterprise (GSE) that enjoys an 
implicit full-faith-and-credit guarantee. 

Looking ahead to GSE reform, we believe that two principles 
should be observed in the context of U.S. covered bonds. 

First, with nearly every reform proposal contemplating some 
form of Federal subsidy for the secondary mortgage market, the 
legislative framework for covered bonds must optimize cost effi- 
ciency in order to level the playing field. This implicates all of the 
structural elements that were proposed in my written testimony, 
with a particular emphasis on the following: 

• a broad range of eligible asset classes (including ones that en- 
compass consumer loans like credit-card loans and auto loans), 

• a separate resolution process that is unequivocal and nondis- 
cretionary, that cannot be undermined by conflicts of interest 
(including the FDIC’s inherent conflict with covered-bond in- 


^ Wayne Passmore, et al., Federal Reserve Research on Government-Sponsored Enterprises: 
Presentation at the Federal Reserve Bank of Chicago Bank Structure Conference 11 (May 18, 
2006). A copy is attached as Exhibit A. 
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vestors), and that permits nondiscriminatory access to liquidity 
from the Federal Reserve Banks, and 

• a seamless incorporation of relevant tax and securities laws. 

Such a framework, in our view, is essential to achieve several 
public-policy objectives that are crucial to financial stability: (1) 
more stable long-term liquidity, (2) less expensive and more avail- 
able credit for consumers, small businesses, and the public sector, 
(3) diversified and additive funding for financial institutions, (4) 
private-sector capital with no taxpayer support, (5) more strongly 
aligned incentives, and (6) increased transparency and uniformity 
in the capital markets. 

Second, if Congress were to enact a catastrophic Federal-guar- 
antee program like that suggested by the Housing Policy Council 
in its reform proposal, covered bonds should be eligible alongside 
securities issued by the newly created mortgage-securities insur- 
ance companies. ^ As already noted, private-sector securities can 
never be positioned to compete fully with those that carry either 
an explicit or an implicit Federal guarantee. While we expect tradi- 
tional nonguaranteed covered bonds to flourish in the United 
States, they will be in their infancy when GSE reform is imple- 
mented. Uncertainty about the interaction of these two markets, in 
our view, counsels in favor of preserving optionality. In what will 
be a radically reshaped environment for mortgage finance, there 
might well be systemic value in covered bonds that can be guaran- 
teed against catastrophic macroeconomic risk. 

Q.2. In Mr. Campo’s testimony he states that it is his belief that 
covered bonds will not lead to new lending, but rather banks would 
simply replace some of their whole loans activities with covered 
bonds. There also has been speculation, given the similarities be- 
tween covered bonds and advances from the Federal Home Loan 
Banks, that a covered-bonds system simply would replace a portion 
of those advances. 

Based upon your studies and experiences, do you believe a prop- 
erly designed covered-bonds system to be a tool that will allow fi- 
nancial institutions to shift existing activity, or do you see this as 
additional activity that will increase funding, and thus lending? 

If simply a shift, where do you see the shift occurring and why 
do you believe it beneficial, or not, under those circumstances? 

A.2. Each individual decision to lend is a function of return on cap- 
ital, business strategy, and risk management. 

Covered bonds enable financial institutions (1) to lower the cost 
of funding, which increases the return on capital, (2) to augment 
rather than cannibalize their funding sources, which provides the 
fuel for business lines to innovate and boost lending, and (3) to bet- 
ter match assets and liabilities, which reduces the risk of providing 
longer-term closed-end loans (like residential mortgage loans) and 
revolving lines of credit (like credit-card loans). 

As a result, we must respectfully disagree with the belief that 
covered bonds will not contribute to increased lending. That, in our 


2 The Future of Housing Finance: A Review of Proposals To Address Market Structure and 
Transition Before the House Committee on Financial Services, 111th Congress (2010) (statement 
of Michael J. Held, Chairman, Housing Policy Council of the Financial Services Roundtable). A 
copy is attached as Exhibit B. 
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view, is not supported by the microeconomic incentives that drive 
the business of banking or by any empirical data. 

We also must take issue with the premise that covered bonds are 
similar or equivalent to advances from the Federal Home Loan 
Banks (the FHLBs). First, covered bonds will fund a much broader 
range of asset classes than the FHLBs typically accept in the nor- 
mal course of business. Second, covered bonds will supply fixed-rate 
liquidity with maturities that the FHLBs generally do not offer to 
their member institutions. For these reasons, we envision covered 
bonds as a private-sector complement, rather than as a substitute, 
for federally subsidized FHLB advances. 

All of this being said, we can foresee financial institutions reallo- 
cating a modest portion of their short- and medium-term funding 
away from existing sources and toward a U.S. covered-bond market 
that is deep and liquid. But this, in our view, is the very macro- 
economic objective that policy makers are seeking to achieve. The 
liquidity crisis that began in late 2008 was exacerbated in no small 
part by an overreliance on volatile short-term borrowings to fund 
long-term assets. Covered bonds will provide financial institutions 
with a cost-effective source of fixed-rate funding much farther out 
on the maturity curve than is currently feasible, which will lessen 
systemic risk in the broader financial markets and will bolster risk- 
management frameworks inside individual institutions. 

Q.3. The implicit guarantee provided to Fannie Mae and Freddie 
Mac ultimately cost the American taxpayer hundreds of billions of 
dollars. Any changes we make to our home finance system must 
ensure that the taxpayers never again are exposed to this kind of 
a danger. 

If a covered-bond system was to be designed and enacted, what 
components would be essential to ensure that the system did not 
carry this same implicit guarantee? 

A.3. The implicit Federal guarantee enjoyed by Fannie Mae, 
Freddie Mac, and the FHLBs has arisen from an extraordinarily 
unique set of components: 

• Each GSE has been federally chartered with a targeted public- 
policy purpose. 3 

• The U.S. Treasury has been authorized to extend credit to each 
GSE. 4 

• Each GSE has been exempted from most State and local in- 
come tax. ® 

• Each GSE’s debt securities and mortgage-backed securities 
have been made eligible for open-market purchases by the Fed- 
eral Reserve Banks,® for deposits of public funds, and for in- 
vestments by fiduciaries. ® 


3 12 U.S.C. §§1716-1717 (Fannie Mae), 1452-1454 (Freddie Mac), and 1423-1430c (FHLBs). 
“ 12 U.S.C. §§1719(c) (Fannie Mae), 1455(c) (Freddie Mac), and 1431(i) (FHLBs). 

5 12 U.S.C. §§1723a(c)(2) (Fannie Mae), 1452(e) (Freddie Mac), and 1433 (FHLBs). 

<5 12 U.S.C. §355(2) and 12 C.F.R. §201. 108(b) (Fannie Mae, Freddie Mac, and FHLBs). 

’ 12 U.S.C. §§1723c (Fannie Mae), 1452(g) (Freddie Mac), and 1435 (FHLBs). 

8 12 U.S.C. §§1723c (Fannie Mae), 1452(g) (Freddie Mac), and 1435 (FHLBs); see also 15 
U.S.C. §77r-l(a) (preempting any contrary State law in connection with the securities of Fannie 
Mae and Freddie Mac). 
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• Each GSE’s debt securities and mortgage-backed securities 
have been exempted from investment limits that are otherwise 
imposed on banks, savings associations, and credit unions. ^ 

• Each GSE has been entitled to use any Federal Reserve Bank 
as its depository, custodian, and fiscal agent. 

Under the legislative framework proposed in my written testi- 
mony, no issuer of U.S. covered bonds could lay claim to any status 
or preference that even remotely resembles those afforded to the 
GSEs. For example, to the extent that any misguided inference 
could be drawn from a covered-bond estate inheriting an insolvent 
issuer’s access to liquidity from the Federal Reserve Banks, we 
have proposed that legislation expressly provide that (1) no ad- 
vance can be made by a Federal Reserve Bank for the purpose, or 
with the expectation, of absorbing credit losses on the estate’s cover 
pool, (2) any advance must have a maturity that is consistent with 
an advance for liquidity only, (3) repayment of any advance must 
constitute a superpriority claim against the estate that is secured 
by a superpriority lien on the cover pool, and (4) any Federal Re- 
serve Bank making an advance must promptly report to Congress 
on the circumstances giving rise to the advance, the terms of the 
advance, the nature of the cover pool securing the advance, and the 
basis for concluding that credit losses on the cover pool will not be 
absorbed by the Federal Reserve Bank. 

Some have suggested that the mere existence of a single covered- 
bond regulator could imply that covered bonds are backed to some 
degree by the U.S. Government. This, in our view, is a questionable 
proposition. After all, a single regulator — the Comptroller of the 
Currency (OCC) — supervises all national banks, but no one could 
seriously argue that the OCC is an implied-in-fact guarantor of 
their obligations. Similarly, the Securities and Exchange Commis- 
sion regulates all nonexempt offers and sales of securities but cer- 
tainly could not be perceived as insuring investors against any loss. 

Our reservation about multiple covered-bond regulators, as some 
have proposed, is rooted in a conviction that market fragmentation 
would likely doom U.S. covered bonds from the outset. We cannot 
envision a deep and liquid market developing if national banks. 
State member banks. State nonmember banks, bank holding com- 
panies, and other covered-bond issuers are operating under dif- 
ferent regulatory frameworks. At a minimum, therefore, we rec- 
ommend that the Secretary of the Treasury be directed to promul- 
gate a single set of regulations for all covered-bond issuers and 
that each of the individual prudential regulators be tasked with 
implementing them for the issuers under their supervision. This, in 
our view, would not be ideal but at least would allow for the kind 
of uniform legal regime that will be critical to developing a vibrant 
market for U.S. covered bonds. 

We also are aware of the FDIC’s recent assertion that the legisla- 
tive framework proposed in my written testimony would give cov- 
ered bondholders “a superpriority in receivership” and would result 


3 12 U.S.C. §§24(Seveiith), 335, 1464(c)(1), and 1757(7) (Fannie Mae, Freddie Mac, and 
FHLBs). 

“12 U.S.C. ^§1723a(g) (Fannie Mae), 1452(d) (Freddie Mac), and 1435 (FHLBs). 
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in their claims being “essentially back-stopped by the FDIC.” 
These statements, however, were not substantiated and, in our 
view, reflect a fundamental misunderstanding of the proposal and 
existing law. 

A superpriority claim or a superpriority lien, in the context of an 
insolvency proceeding, is one that has been elevated to a level of 
priority higher than that otherwise afforded by applicable law to 
other claims or liens (including administrative claims or liens). 

Nothing in our proposed legislative framework, including the 
treatment of any claim or lien of a covered bondholder, would 
change the priority scheme in a conservatorship or receivership of 
the issuing institution. Both before and after the insolvency pro- 
ceeding, investors would benefit from a first-priority lien on the 
issuer’s cover pool to secure their claims under the covered bonds — 
just like any other secured creditor — and at no time would they be 
entitled to a lien (superpriority or otherwise) on any of the issuer’s 
other assets. In addition, to the extent that the cover pool proves 
insufficient to satisfy their claims in full, covered bondholders 
would fall in line alongside all other general unsecured creditors 
without any enhanced priority or preference of any kind. This 
treatment stands in stark contrast, for example, to the superpri- 
ority claims and liens that can arise in connection with 
postinsolvency financing arrangements and to the springing pri- 
ority of an FHLB’s “super lien” on all of a member institution’s 
property. 

What our legislative proposal would affect is the FDIC’s power 
to compel an acceleration of the covered bonds and to pay only “ac- 
tual direct compensatory damages . . . determined as of the date 
of the appointment of the conservator or receiver.” Because a sine 
qua non of covered bonds is their limited risk of prepayment, they 
instead would remain outstanding according to their original terms 


Sheila C. Bair, Chairman, Federal Deposit Insurance Corporation, Keynote Address to the 
Mortgages and the Future of Housing Finance Symposium (Oct. 25, 2010). 

^^See, e.g., 11 U.S.C. §364(c) and (d) (in a bankruptcy case, authorizing postpetition loans 
“with priority over any or all administrative expenses” and “secured by a senior or equal lien 
on property of the estate that is subject to a lien”); 12 U.S.C. §4617(i)(ll) (for a limited-life regu- 
lated entity created by the Federal Housing Finance Agency with respect to Fannie Mae, 
Freddie Mac, or an FHLB, authorizing loans “with priority over any or all of the obligations 
of the limited-life regulated entity” and “secured by a senior or equal lien on property of the 
limited-life regulated entity that is subject to a lien (other than mortgages that collateralize the 
mortgage-backed securities issued or guaranteed by an enterprise)”); Section 210(b)(2) of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (2010) (“In the event that the 
[FDIC], as receiver for a covered financial company, is unable to obtain unsecured credit for the 
covered financial company from commercial sources, the Corporation as receiver may obtain 
credit or incur debt on the part of the covered financial company, which shall have priority over 
any or all administrative expenses of the receiver under paragraph (1)(A).”); Section 210(h)(16) 
of the Dodd-Frank Act (for a bridge financial company created by the FDIC with respect to a 
covered financial company, authorizing loans “with priority over any or all of the obligations of 
the bridge financial company” and “secured by a senior or equal lien on property of the bridge 
financial company that is subject to a lien”). 

'^^See, the authorities cited in note 12. 

^^12 U.S.C. §1430(e) (“Notwithstanding any other provision of law, any security interest 
granted to a Federal Home Loan Bank by any member of any Federal Home Loan Bank or any 
affiliate of any such member shall be entitled to priority over the claims and rights of any party 
(including any receiver, conservator, trustee, or similar party having rights of a lien creditor) 
other than claims and rights that — (1) would be entitled to priority under otherwise applicable 
law; and (2) are held by actual bona fide purchasers for value or by actual secured parties that 
are secured by actual perfected security interests.”); see also 12 U.S.C. §§1821(d)(5)(D) (pre- 
cluding the FDIC from disallowing any claim asserted by an FHLB) and 1821(e)(14) (exempting 
FHLB advances from the FDIC’s authority to disallow or repudiate contracts). 

15 12 U.S.C. §1821(e)(l) and (3). 
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so long as collections and other proceeds from the cover pool could 
continue to fund all scheduled payments. 

This, however, hardly creates a backstop by the FDIC. To the 
contrary, our proposal is a more modest iteration of the framework 
that currently exists for qualified financial contracts (QFCs) under 
the Federal Deposit Insurance Act (FDIA). One notable similarity 
between them is full restitution, at least to the extent of the posted 
collateral (including any overcollateralization), for damages that re- 
sult from reinvestment risk. In the context of QFCs, this is picked 
up by the counterparty’s right under the FDIA to “normal and rea- 
sonable costs of cover or other reasonable measures of damages uti- 
lized in the industries for such contract and agreement claims.” 
Another similarity is found in carefully drawn limits on the FDIC’s 
ability to repudiate or assign contracts or collateral. But, unlike 
covered bondholders in our proposed framework, a QFC 
counterparty is entitled to even more, including (1) a unilateral 
right to terminate, liquidate, or accelerate the QFC and to exercise 
remedies and rights of setoff under the QFC and against any re- 
lated collateral, (2) an ability, after the business day following 
the date of the FDIC’s appointment as receiver, to enforce ordi- 
narily nonbinding contractual provisions that are triggered solely 
by the institution’s insolvency or receivership {ipso facto clauses), 
and (3) immunity from all avoidance actions except for those 
grounded in an actual intent to defraud, 

Still, as I noted in oral testimony during the hearing, we may be 
able to support a legislative framework for U.S. covered bonds that 
is modeled on these QFC provisions if the use of existing precedent 
would assuage even misplaced concerns. 

Q.4. Many experts feel that it would be economies of scale that 
could make covered bonds a viable tool for liquidity. Therefore, 
there is some debate as to how or if community and regional banks 
would be able to participate in the covered-bonds market. 

What is your opinion on the likelihood that covered bonds could 
be an effective tool for them and why do you believe this to be the 
case? 

A.4. Covered bonds are a conservative and defensive investment 
that appeals to investors only if the secondary market is suffi- 
ciently deep and liquid to generate active bids, offers, and trades. 
As a result, each series of covered bonds is typically sized at no less 
than $500 million. 

To ensure that regional and community banks are able to access 
such a market on competitive terms, we have proposed that pooled 
issuances be permitted. Under this arrangement, several institu- 
tions would issue more modestly sized series of covered bonds to a 
statutory trust or other separate entity that they have collectively 
sponsored. This entity then would populate a cover pool with the 
multiple series that have been acquired and issue into the market 
a single series of covered bonds backed by all of them together. 


“12 U.S.C. §182 1(e)(3)(C). 

"12 U.S.C. §1821(e)(9) and (11). 
“12 U.S.C. §182 1(e)(8)(A) and (E). 
“12 U.S.C. §1821(e)(10)(B). 

20 12 U.S.C. §182 1(e)(8)(C). 
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In this way, for example, each of 10 community banks could es- 
tablish its own separate covered-bond program comprised of the 
commercial-mortgage loans on its balance sheet and issue $50 mil- 
lion of related covered bonds to a jointly sponsored trust. All 10 of 
these separate $50 million series of covered bonds then would fill 
a cover pool established by the trust, and a single $500 million se- 
ries of covered bonds backed by the entire cover pool would be 
issued by the trust to investors. 

We believe that this approach, which has been used successfully 
in Europe, would open the U.S. covered-bond market to regional 
and community banks in a meaningful way. We also believe that 
the cost-effective, long-term funding that covered bonds can supply 
would be especially valuable to small- and middle-market institu- 
tions that historically have been limited to fewer and less diverse 
sources of liquidity. 
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Mr. Chairman and Members of the Commiiiee. my name is Mike Hcid, and I 
am Co-President of Wells Fargo Home Mortgage. I also am the chairman of the 
Housing Policy Council ("HPC") of The Financial Services Roundtable, and I am 
appearing today on behalf of the Housing Policy Council. The Housing Policy 
Council represents 30 of the leading national mortgage finance companies. HPC 
membeis originate, service and insure mortgages. HPC member companies also 
are major customers of and business partners with Fannie Mae and Freddie Mac. 

For many years, and even throughout the financial crisis. Fannie Mae and 
Freddie Mac performed their sa'ondary market functions elTiciently and 
cflectively. It is now very apparent, however, that there were .some fundamental 
flaws in the old CiSE model. Fore.vamplc. a lack of adequate supervision and 
regulation created the opportunity for the GSEs to employ excessive leverage and 
to grow their portfolios in e.xcess of what was necessary to achieve their original 
objectives. 

Dodd-Frank Act 

The financial ctisis also revealed Haws in the originate-io-distribute model 
of mortgage finance. The Dodd-Frank Act seeks to address those flaws by aligning 
the interests of consumers, lenders and investors to ensure borrowers consistent. 


fair and equitable access to housing finance and to rejuvenate the secondary market 



tor mortgage securities. Implementation of the Act will require a thoughtful 
coordination of various related regulations and accountmg practices and a careful 
balancing of the fundamental objective of the Act with the need to attract sufTicicnt 
capital to the housing llnance system. It al.so requires that provisions - such as risk 
retention - be implemented in a way that docs not reduce access for credit worthy 
borrowers. 

The new standards required by the Dodd-l rank Act will have a significant 
impact on mortgage lending standards and securitization. These standards will 
also greatly influence the secondary market changes to the GSE system that we are 
discussing today. In short, suxinger underwriting standards and risk retention 
requirements will make the abuses that occurred in the past unlikely to be repeated, 
and these new standards will have a dramatic impact on the quality of loans that 
are securitized. Lenders have already implemented stronger underwriting 
standards, and the current GSEs have tightened their standards and have put many 
more requirements on originators for the loans that they w ill purchase and the buy- 
baek requirements for lenders on loans that do not perform, 
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HPC Proposal 

HPC has developed a proposal Tor addressing the problems inherent in the 
structure of Fannie Mae and Freddie Mac which I w ould like to outline for you 
today. Uur proposal is intended to achieve several objectives: 

• Encourage private sector capital to support the secondary' mortgage market; 

• Ensure a steady flow of reasonably priced conventional mortgages to 
borrowers: 

• Limit the role of the Federal Government and the risks taken by the taxpayer 
in the secondary mortgage market: and 

• Provide a flow of funding to support alTordable ow-ner-occupied and rental 
housing. 

We propose to achieve these objectives by dividing the existing functions of 
Fannie Mae and Freddie Mac among a combination of public and private sector 
entities. 

Privately Capitalized "MSICs" Should Assume Credit Enhancement 
Function of the GSEs 

A central feature of our proposal is the creation of new privately capitalii'cd 
firms to perform the credit enhancement or guarantee function of the GSEs. 
Cmrently. the GSEs purchase mortgages from mortgage originators, package those 
mortgages into securities, and guarantee the payment of interest and principal on 
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ihosc scciirilies. In exchange for ihe guarantee, the GSEs charge mortgage 
originators a “guarantee fee." We propose that these functions be assumed by 
privately capitalized firms called mortgage securities insurance companies, or 
"MSICs” 

A MSIC would ~ 

• purchase conventional mortgages from mortgage originators; 

• guarantee the payment of principal and interest on Ihe securities; and 

• charge mortgage originators a fee for the guarantee. 

Under our proposal, these privately capitalized entities would he chartered 
and superv ised hy the Federal Government, much like national banks and federal 
savings and loans arc chartered and supervised by the Federal Government. 
However, they would not be backed by the Federal Government, either e.xplicitly 
or implicitly. 

We do not propose a particular organizational structure for the MSICs. 
Instead, we propose that the investors in a MSIC determine the most appropriate 
organizational and governance structure for the entity. The validity of the 
organizational structure and the ability of the investors to manage the entity would 
be reviewed as part of Ihe chartering process. 

We believe multiple MSICs are needed but do not call for a specific limit on 




Ihe number. We assume dial at least 4 will be needed to serve the market, but 
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probably noi more than 8 are necessary. The grcaler the number of MSICs, the 
better insulated the housing finance market would be from the failure of any one 
MSIC. On the other hand, too many MSICs - with different underwriting systems 
and prixredures - could be overly burdensome to lenders, particularly smaller 
lenders. 

An bxnlicit - Bui Limited - Federal Guarantee is Needed 

An explicit federal guarantee i.s needed to ensure a steady flow of mortgage 
finance at a reationable cost to borrowers. While MSICs would not he backed by 
the Federal Government our proposal does call for the Federal Government to 
provide an "explicit" backup or catastrophic guarantee on the mortgage securities 
that are issued by MSICs. To be clear, this guarantee would not apply to the 
MSICs themselves’, it would guarantee the payment of pnncipal and interest to 
investors in mortgage backed securities packaged by MSICs. A MSIC would pay 
a fee to the government for this guarantee, and this lee would be placed in a 
reserve. 

The challenge we face is designing a secondary market system that ensures a 




steady flow of rrasonably priced mortgages to borrowers while limiting tlie 
exposure of taxpayers. Our proposal addresses this challenge by pulling several 
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layers of private capital in front of the federal guarantee, and as I discuss below, 
subjecting MSICs to "world class’’ regulation. 

.Standing before the federal guarantee would be - 

• The down payment on a mortgage made by the homebiiyer; 

• Any private mortgage insurance or other credit enhancement on the 
mortgage loan; 

• The shareholder's equity in the MSIC; and 

» The reserve established by fees paid by MSICs in return for the 
government's guarantee. 

These layers of private capital should insulate the taxpayers from paying 
claims on the guarantee. However, in the event that all of these private resources 
are exhausted and the Federal Government is called upon to make payments under 
the guarantee, we support the imposition of a "special assessment" on MSICs to 
recoup any costs incurred by the government. Thus, the system we propose would 
operate much like the Federal Deposit Insurance Fund does today. 

Finally, if the fees for the federal guarantee are set properly, the federal 
guarantee would be budget neutral. Under existing iederal credit procedures, the 
cost of federal credit acti\ ity in a budget year is the net present value of all 
expected future cash flows from guarantees and direct loans disbursed in that year. 
For loan guarantees, cash inflow s consist primarily of fees charged to insured 
borrow ers, and cash outlays consist mostly of payments to lenders to cover the cost 
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ot'loan dcfaulls. FHA and Ginnic Mac are models for ihis budgelary ireaimcni. In 
the case of both FHA and Ginnic Mae, the fees paid for ihe federal guaraniee 
normally cover claims on Ihc guarantees and other operational expenses. 

Canitalmnu MSICs 

Altracling suflicienl private capital to MSICs is a key to the success of our 
proposal. We assume that the banking industry could be one such source of c.apital 
for MSICs since the industry relies upon the existence of a strong secondary 
mortgage market. Therefore, we propose that banking organizations of all sizes be 
authorized - but not required - to invest in MSICs. This would permit MSICs to be 
fonned by a consortium of large banks as well as a group of small banks. 

We also have tried to gauge tlic interest of other potential inve.stors. We have 
done so by previewing our proposal with investments bankers and other industry 
experts. We have been told that investors would be interested in capitalizing 
MSICs as lung as they could achieve a "reasonable" letum on their investment ami 
that the relationship between MSICs and the Federal Government was clear and 
unchanging. 

Hased upon this leedback. we have undertaken an elTort to quantify the 
capital standards, fee structures, and returns needed to attract private capital and to 
assess the impact of this structure on mortgage rates. That analysis has involved 
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ihe application of various stress tests to project capital levels needed to cover 
potential losses. It also has involved the identillcation of a “reasonable” rate of 
return on capital. We will provide the Committee with our final analysis svhen it is 
complete. 

World Class Regulator 

To ensure the safe and sound operation of MSICs - and further reduce the 
need for the Federal Government ever to perfonn on its guarantee - we propose 
that MSICs be subject to "world class" regulation, by a strong and independent 
federal regulatory agency. This regulatory regime should include: 

• Strong prudential standards - MSICs' should be subject to capital, 
liquidity and other prudential standards set by the chartering agency; 

• Cndenvriting Standards for Mortgages in MBS - MSICs should be 
prohibited from purchasing mortgages that do not meet underwriting 
standards set by the chartering agency. These standards should provide 
that mongages purchased by in a MSIC are prudentially underwritten. 

• Loan Limits - The federal chartering agency should scL by regulation, 
limits on the size of mortgages that could be included in mortgage backed 


sa'urities insured by a MSIC. 
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• Portfolios - MSICs should not bt pcnnitted to establish and hold 
portfolios purely for investment purposes. Small portfolios should be 
permitted to facilitate the development of new products and certain types 
of loans for which there are limited markets such as multifamily 
mortgages. MSICs also could use this portfolio capacity to warehouse 
loans before securitization, to purchase whole loans from smaller banks 
and for loss mitigation and REO disposition purposes. 

Central Securitization Facility and a Single MBS 

Our proposal also calks for the creation of a single MBS Securitization 
Facility to provide adminisU’ative services related to mortgage backed securities 
(MBS) packaged by MSICs. The Facility would process payments on those MBS 
from the lendetvsers icers to the investors. It also would place and administer the 
federal catastrophic guarantee on the MBS. In other words, this Facility would 
perform functions similar to those performed by Ginnie Mae for FHA. We 
recommend dial the Facility be part of the Federal Guvemmenu and diat Ginnie 
Mae be lapped to perform the services of die Facility, either directly or on a 
contract basis. 

The creation of this Facility also would facilitate the creation of a single 
mortgage hacked security. Today, there arc some dilTcrcnces in the terms and 
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repaymcni charaelerisiics of ihe MBS markeied by the two GSEs. These 
dilTercnccs can, from lime lo lime, result in differences in market liquidity. We 
propose that all MSICs be required to adhere to a standard form of MBS that has 
the same repayment terms and other conditions. A single MBS would promote 
belter understanding of the MBS by investors, and it would enhance the liquidity 
of the market. This would help ensure home buyers have consistent access to 
reasonably priced home financing. 

A single MBS does not mean that all MBS would be composed of the same 
type of mortgages, only that the basic legal structure, terms and conditions 
governing repayment and other administrative features of the .MBS would be the 
same. MBS backed by MSICs could be composed of loans from a single lender or 
multiple lenders allowing lending institutions of all sizes access to this liquidity. 

Like existing GSE securities, these MBS should be exempt from SEC 
registration requirements. Such an exemption is necessary to maintain the "To Be 
Announced" (TBA) market. The TBA market is used by the lending industry lo 
reduce risks in the origination process and reduce borrowing costs for consumer. 
The TBA market allows borrowers lo lock in rates in advance of closing a 
mortgage loan and permits lenders to hedge Ihe corresponding interest rate risk. 
The TBA market is based upon a trade of a MBS on a future date, and at the time 
of the trade the MBS to be included in the trade may not he identified. Therefore, it 


tt 



189 


is impraciical to apply standard SEC registration and disclosure requirements. To 
overcome this practical problem, the GSEs currently disclosure information to 
investors about the composition of each pool of mortgages backing a security, 
including the average loan-to-value ratio, the average debi-io-income ratio, the 
average borrower credit score, the number and value of mortgages from each State, 
the distnbution of mortgage coupon rates, and whether the mortgages were 
originated in broker or non-broker channels. MBS issued by MSICs should he 
subject to a similar disclosure requirement. 

Affordable llousimi 

Finally, we propose that MSICs assume the responsibility for supporting 
owner-occupied and rental housing for e.\tremely-low and very-low income 
families imposed upon the GSEs in the Housing and Economic Recovery Act. That 
Act directed the GSEs to annually set aside approximately 4 basis points of the 
total dollar amount of new mortgages that they acquire and transfer 63 percent of 
such amount to the Housing Trust Fund and 35 pea-ent of such amount to the 
Capital Magnet Fund. 

The Housing Trust Fund, which is to be administered by HUD, would 
provide grants to the Stales primarily for the pnaluction. preservation and 
rehabilitation of rental housing for extremely low -income and very low-income 
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I'amilies. The Capital Magnet Fund, which is to be administered by the Trca.sury 
Department, is designed to leverage private sector capital for the development of 
housing for extremely low-income families, very low'-income families, and low- 
income families. It also is designed to promote economic and community 
development projects to help such families. We support this transfer payment in 
lieu of the application of specific housing goals on MSIC’s. MSICs should not be 
subject to specific housing goals. 

Transition 

While in conservatorship, both Fannie Mae and Freddie Mac have 
performed their three primary responsibilities well: continuing to promote liquidity 
for housing finance, finding solutions to help keep borrowers in their homes, and 
conserving the assets of the two enterprises. Without the continued operation of 
Fannie Mae and Freddie Mac during the crisis, the flow of housing finance would 
have been severely disrupted. It continues to be imperative that they operate as 
they are today until the liiture state is well defined and a careful transition is 
formulated. 

Key transition issues that must be considered include: 

• The transition must ensure borrowers have uninterrupted access to 
reasonably priced housing finance along with other benefits they enjoy 
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today (tor example, aceess to 30 year fixed rale mongagcs and the ability 
to lock a rate while loans arc in process). 

• The transition must ensure the continued liquidity of today's agency 
MBS market and the 'to he announced' (TBA) MBS market in particular 
which allows lenders to better insulate consumers from the uncertainty of 
markets and to hedge their risks (thereby reducing borrowing costs), 

• The transition must seek the right balance between sutficieni 
capilalirtalion of future credit risk guarantors and how different 
capitalization requirements impact the costs of home ow nership for 
consumers. 

• The transition should also seek to achieve an e.xplicit government 
guarantee of the MBS with as little actual government risk as possible 
(achieved by placing sulTicient private capital in fiont of the 
government). 

• The transition must find a fair and equitable way to deal with the legacy 
assets and liabilities of Fannie Mae and Freddie. 

• The transition should seek to preserve the valuable inlfastructurc of 
Fannie Mae and Freddie Mac. 
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• The transition must ensure low and extremely low income borrowers 
ha\c access to housing while avoiding lending requirements and'or 
targets for private lenders'guarantors. 

• In order to ensure that markets have suFTicient time to evaluate and 
prepare for the transition, the transition should be allowed sufficient time 
for proposed changes to be clearly communicated. Where possible, 
gradual steps should be used and ‘tested' before proceeding to broader 
implementation. Given the size, importance, and comple.xity of the 
housing finance system, expectations should be for this transition to 
potentially lake multiple years to be realized. 


A Note on Other Proposals 

Many of the other proposals arc very closely aligned w ith HPC's, and while 
some call for more or less government involvement, all agree that promotion of 
liquidity for housing finance is the objective. Several recommendations also call 
for an explicit guarantee of MBS (not the corporate entities) and for stronger 
capitalization and regulation, We believe that those recommendations that call for 
complete nationalization miss the benefits to consumers of innovation and 
efficiency that private capital w ill allow and expose the taxpayer to more risk than 
is necessary to optimize MBS liquidity. Recommendations to completely privatize 
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miss ihe necessity of a got erameni backstop to ensure consistent functioning of 
MBS markets under all economic conditions. 

Conclusion 

Thank you for the opportunity to explain our proposal. The members of the 
Housing Policy Council are committed to pursuing this concept, and welcome the 
opportunity to work with the Committee as it develops its own proposals and 
reforms. 
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM RIC CAMPO 

Q.l. In your testimony you described a difference in how European 
multifamily properties were built and marketed as compared to 
their U.S. counterparts. 

Could you describe further why this difference is important as it 
relates to covered bonds and multifamily properties? 

A.l. NMHC I NAA Response: The basic issue for the multifamily in- 
dustry is the limited information about covered-bond financing for 
multifamily properties that is comparable to how apartments are 
financed in the United States. The development and long-term fi- 
nancing in Europe and the United States is not an apples-to-apples 
comparison due to the fact that in Europe the individual rental 
units in a property are mortgaged, much like a condominium here 
in the United States. Therefore, there is no commercial real estate 
mortgage based on the collective income from the rental units and 
so we can not gain the needed understanding on the impact of cov- 
ered-bond mortgage financing upon development trends and the 
needed financing needs to support the asset base over a long-term 
hold period. 

Most European countries, and in general most countries outside 
of the United States, rely on a condominium approach to develop 
and for ownership of rental housing. In Europe the development of 
rental apartment properties are typically financed based on presale 
of the units and what would be an end-loan/construction loan. This 
short term loan is made and secured on the capital from the 
presale and obligations by the individual unit owners. The role of 
covered bonds in rental housing is in the financing of the indi- 
vidual unit mortgages, which is more analogous to the single-fam- 
ily residential home mortgage market in the United States. 

Q.2. What additional important differences do you see between the 
U.S. and European markets, as it relates to multifamily properties, 
that you would recommend this Committee carefully examine? 

A.2. NMHC I NAA Response: We would urge the Committee to seek 
detailed information from the European Covered Bond Council that 
provides historical loan origination and performance information by 
asset class and in particular commercial real estate to better un- 
derstand how the loans have performed and the extent of the use 
of covered-bond credit to serve the commercial real estate sector. It 
would be useful to understand how the issuer looks at diversifica- 
tion of assets, how they perform the underwriting associated with 
the commercial real estate and the specific underlying loan terms 
of the covered bonds associated with commercial income properties. 

Q.3. In Mr. Campo’s testimony he states that it is his belief that 
covered bonds will not lead to new lending, but rather banks would 
simply replace some of their whole loans activities with covered 
bonds. There also has been speculation, given the similarities be- 
tween covered bonds and advances from the Federal Home Loan 
Banks, that a covered-bonds system simply would replace a portion 
of those advances. 

Based upon your studies and experiences, do you believe a prop- 
erly designed covered-bonds system to be a tool that will allow fi- 
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nancial institutions to shift existing activity, or do you see this as 
additional activity that will increase funding, and thus lending? 

A.3. NMHC INAA Response: Our view is the legislative proposal of- 
fered creates the opportunity for banks to issue loans, but there are 
issues related to risk-based capital, especially that associated with 
liabilities of replacement assets and funding the transfer in the 
event of financial institution failure. We believe that the institution 
failure can be addressed by the banking regulators, but we do not 
feel the covered-bond issuance is less risky than the whole loan 
execution and as noted the potential replacement of advances of 
FHLBs. 

Our conclusion is that covered-bond issuers would most likely 
transfer credit activity from whole loans to covered bonds rather 
than expanding credit in a heightened environment of risk manage- 
ment. Covered bonds do not dramatically address the ability to re- 
duce risk to the issuer beyond other credit offerings. 

Q.4. If simply a shift, where do you see the shift occurring and why 
do you believe it beneficial, or not, under those circumstances? 

A.4. NMHC INAA Response: The FHLB system has limited capacity 
to serve the multifamily mortgage market. We see the shift pri- 
marily occurring among existing bank loan activities and source of 
capital upon which they extend credit. 

Q.5. The implicit guarantee provided to Fannie Mae and Freddie 
Mac ultimately cost the American taxpayer hundreds of billions of 
dollars. Any changes we make to our home finance system must 
ensure that the taxpayers never again are exposed to this kind of 
a danger. 

If a covered-bond system was to be designed and enacted, what 
components would be essential to ensure that the system did not 
carry this same implicit guarantee? 

A.5. The issue of replacement of credit from Fannie Mae and 
Freddie Mac is the core issue for multifamily as it considers alter- 
native credit in the market. The apartment industry is heavily reg- 
ulated at the State and local level, it is a fragmented industry com- 
posed of thousands of owners large and small and as such relies 
on a variety of sources of credit from private sources, banks and 
thrifts. Wall Street conduits, insurance companies, FHA and 
Fannie Mae and Freddie Mac. Loans to the apartment sector must 
take into consideration the unique and individual circumstances of 
each property, the market, tenancy, ownership structure, and fi- 
nancing needs. Therefore it is very important to have a range of 
credit options that are both national and locally based. 

With the exception of Wall Street conduit loans, the credit 
sources available to the apartment sector have managed their lend- 
ing activities well and have not contributed to the financial crisis. 
As the impacts of Dodd-Frank improve the oversight and risk miti- 
gation in securities-based credit, the future expectation is for pru- 
dent lending to the apartment sector from Wall Street conduits. 
There is no cost to the taxpayer associated with the current finan- 
cial crisis, as the losses suffered by Wall Street firms; banks, pri- 
vate capital, and even Fannie Mae or Freddie Mac were not a re- 
sult of multifamily lending. In fact, the Fannie Mae and Freddie 
Mac multifamily programs are a model for prudent risk manage- 



196 


ment and underwriting. Seeking a credit replacement should not be 
associated with their past lending practices in multifamily activi- 
ties. 

Therefore, we would recommend that the covered-bond program 
use the GSE model for multifamily lending and take the policies 
and procedures used to purchase loans from the GSE lenders as a 
way to originate, service and manage risk with Government back- 
ing. 

Q.6. Many experts feel that it would be economies of scale that 
could make covered bonds a viable tool for liquidity. Therefore, 
there is some debate as to how or if community and regional banks 
would be able to participate in the covered-bonds market. 

What is your opinion on the likelihood that covered bonds could 
be an effective tool for them and why do you believe this to be the 
case? 

A.6. The question is not an area where NMHC and NAA can offer 
relevant expertise and comment. 
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Additional Material Supplied for the Record 

PREPARED STATEMENT OF THE AMERICAN SOCIETY OF CIVIL 

ENGINEERS 

The American Society of Civil Engineers (ASCE) i would like to thank the Senate 
Banking, Housing, and Urban Affairs Committee for holding a hearing today on pro- 
posals to create a National Infrastructure Bank. The Society is pleased to present 
to the Committee our views on investing in the Nation’s infrastructure. ASCE sup- 
ports the creation and operation of a National Infrastructure Bank. 

ASCE’s 2009 Report Card for America’s Infrastructure graded the Nation’s infra- 
structure a “D” based on 15 categories (the same overall grade as ASCE’s 2005 Re- 
port Card), and stated that the Nation needs to invest approximately $2.2 trillion 
over the next 5 years to maintain the national infrastructure in a state of good re- 
pair. Even with the current and planned investments from Federal, State, and local 
governments in the next 5 years, the “gap” between the overall need and actual 
spending will exceed $1 trillion in 2014. If the Nation continues to under invest in 
infrastructure and ignores this backlog until systems fail, we will incur even greater 
costs. 

The total of all Federal spending for infrastructure as a share of all Federal 
spending has steadily declined over the past 30 years, according to the Congres- 
sional Budget Office. The results of years of under investment can be seen in traffic 
and airport congestion, unsafe bridges and dams, deteriorating roads, and aging 
drinking water and wastewater infrastructure. ASCE is concerned with this acceler- 
ated deterioration of America’s infrastructure, with the general reduction in invest- 
ment for the preservation and enhancement of our quality of life, and with the 
threatened decline of U.S. competitiveness in the global marketplace. 

As Congress is in the process of developing a comprehensive multiyear surface 
transportation authorization, and as President Obama rolls out the Administration’s 
plan to invest $50 billion on the Nation’s infrastructure, our roads, bridges, dams, 
and water systems continue to remain in a state of decline. Aging and overburdened 
infrastructure threatens the economy and quality of life for all Americans. However, 
while the problem may appear staggering, innovative financing such as a National 
Infrastructure Bank, could provide a fiscally prudent means to begin repairing our 
Nation’s deteriorating infrastructure. 

Innovative financing techniques can greatly accelerate infrastructure development 
and can have a powerful economic stimulus effect. Currently, the burden of infra- 
structure funding is shifting from Federal to State and local resources to fund the 
growing need for improvements. Innovative programs in SAFETEA-LU, such as the 
establishment of the State Infrastructure Bank program, have been a good start, 
but more needs to be done to expand their scope, and new programs or approaches 
must be introduced. The Nation must develop and authorize innovative financing 
programs that not only make resources readily available, but also encourage the 
most effective and efficient use of those resources. Federal investment must be used 
to complement, encourage, and leverage investment from the State and local govern- 
ment levels as well as from the private sector. In addition, users of infrastructure 
must be willing to pay the appropriate price for their use. 

ASCE supports innovative financing programs for transportation projects and be- 
lieves the Federal Government should make every effort to develop new programs 
or flexibility in innovative procurement approaches. President Obama’s newly re- 
leased infrastructure investment plan proposes the permanent creation of a national 
infrastructure bank, which could leverage private capital for projects of national and 
regional significance. This sort of proactive thinking toward infrastructure will allow 
States to come together for regional projects such as high speed rail and can move 
the Nation’s infrastructure forward. ASCE applauds President Obama’s leadership 
on the issue and believes that the Administration’s investment plan has great po- 
tential to be a part of the solution. In particular, the President’s call to establish 
a national infrastructure bank is a concept ASCE long has supported. 

The National Infrastructure Bank Act of 2009 would begin to address a problem 
that is rapidly approaching crisis levels. Briefly the legislation would establish a Na- 
tional Infrastructure Bank, which would be an independent body designed to evalu- 
ate and finance infrastructure projects of substantial regional and national signifi- 


lASCE was founded in 1852 and is the country’s oldest national civil engineering organiza- 
tion. It represents more than 146,000 civil engineers individually in private practice. Govern- 
ment, industry, and academia who are dedicated to the advancement of the science and profes- 
sion of civil engineering. ASCE is a nonprofit educational and professional society organized 
under Part 1.501(c) (3) of the Internal Revenue Code. 
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cance. Eligible projects would range from mass transit systems, roads, bridges, 
drinking-water systems, and sewage treatment systems. The bill would begin the 
process of meeting the Nation’s broad infrastructure needs, while selecting those 
projects which will he most beneficial. 

ASCE supports the creation and operation of a National Infrastructure Bank, 
which should leverage public funds with private dollars to invest in transportation, 
environment, energy, and telecommunications projects of significance. Each infra- 
structure system should have a dedicated source of revenue that is independent of 
the Eederal Government’s annual appropriations process. This ensures that the 
owners and managers of publicly owned treatment works and other systems will be 
able to finance improvements to their physical infrastructure in a systematic, long- 
term program that avoids the volatile atmosphere surrounding yearly spending au- 
thorizations. 

However, an infrastructure bank should adhere to certain key requirements: 

• The bank should be capitalized initially by general fund appropriations and 
should be self-sustaining after the initial start-up period. 

• The bank should develop financing packages for selected projects which could 
include direct subsidies, direct loan guarantees, long-term tax-credit general 
purpose bonds, and long-term tax-credit infrastructure project specific bonds. 

• The bank should not replace existing infrastructure funding and financing 
mechanisms, but act as a supplement to leverage Federal, State, local, and pri- 
vate infrastructure financing. 

Additionally, ASCE encourages an infrastructure bank where public works 
projects must meet the continuing needs to provide natural resources, industrial 
products, energy, food, transportation, shelter, and effective waste management, 
while at the same time protecting and improving environmental quality. Sustain- 
ability and resiliency must be an integral part of improving the Nation’s infrastruc- 
ture. Today’s transportation systems, water treatment systems, and flood control 
systems must be able to withstand both current and future challenges. Infrastruc- 
ture systems must be designed to protect the natural environment and withstand 
both natural and man-made hazards, using sustainable practices, to ensure that fu- 
ture generations can use and enjoy what we build today. 

Furthermore, a National Infrastructure Bank should allow States to make the ul- 
timate decision on which projects receive financing from the Federal bank based on 
established priorities. The bank however, should retain sufficient oversight to guar- 
antee an equitable distribution of funds and to ensure that all eligible projects are 
able to compete for financing on a relatively even footing. 

Without long-term financial assurance, the ability of the Federal, State, and local 
governments to do effective infrastructure investment planning is severely con- 
strained. Therefore, in addition to a National Infrastructure Bank ASCE also sup- 
ports: 

• User fees (such as a motor fuel sales tax) indexed to the Consumer Price Index. 

• Appropriations from general treasury funds, issuance of revenue bonds, and 
tcix-exempt financing at State and local levels. 

• Trust funds or alternative reliable funding sources established at the local. 
State, and regional levels, including use of sales tax, impact fees, vehicle reg- 
istration fees, toll revenues, and mileage based user fees to be developed to aug- 
ment allocations from Federal trust funds, general treasuries funds, and bonds. 

• Public-private partnerships. State infrastructure banks, bonding and other in- 
novative financing mechanisms as appropriate for the leveraging of available 
transportation program dollars, but not in excess of, or as a means to supplant 
user fee increases. 

• The use of budgetary firewalls to eliminate the diversion of user revenues for 
noninfrastructure purposes. 

ASCE is concerned with the accelerated deterioration of America’s infrastructure, 
with the general reduction in investment for the preservation and enhancement of 
our quality of life, and with the United States’ continued competitiveness in the 
global marketplace. As stewards of the Nation’s infrastructure, civil engineers must 
be a voice in the national debate on infrastructure. ASCE has and will continue to 
support innovative financing programs that not only make resources readily avail- 
able, but also encourage the most effective and efficient use of those resources. How- 
ever, financing alternatives such as a National Infrastructure Bank, cannot replace 
a public commitment to funding. Financing by any technique does not supplant the 
need for adequate user fees or other funding sources to eventually pay for projects. 



